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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors o f financial statements o f banks, credit
unions, savings institutions, finance companies, and other depos
itory institutions and lenders with an overview o f recent eco
nomic, industry, regulatory, and professional developments that
may affect the engagements and audits they perform.
This publication is an Other Auditing Publication as defined in
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diting Standards and Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 150, “Generally Accepted Auditing Standards”).
Other Auditing Publications have no authoritative status; how
ever, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum
stances o f his or her audit. The auditing guidance in this docu
ment has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disap
proved, or otherwise acted on by a senior technical committee o f
the AICPA.
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Banks, Credit Unions, and Other
Lenders and Depository Institutions
Industry Developments— 2002/03
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits of
financial institutions and other lenders. This Alert delivers
knowledge to assist you in achieving a more robust understand
ing o f the business environment in which your clients operate.
The Alert is an important tool in helping you identify the signif
icant business risks that may result in the material misstatement
o f financial statements. Moreover, this Alert delivers information
about emerging practice issues and about current accounting, au
diting, and regulatory developments.
If you understand what is happening in the financial institution
industry and you can interpret and add value to that information,
you will be able to offer valuable service and advice to your
clients. This Alert assists you in making considerable strides in
gaining and understanding that industry knowledge.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2002/03.

Industry and Economic Developments
The Economy: From “Neutral” to “Weakness”
Note: See the AICPA general Audit Risk Alert—2002/03 for addi
tional information about the U.S. and international economies.
On September 24, 2002, the Federal Reserve Board (FRB) chose
to hold short-term interest rates constant at 1.75 percent, the
lowest rate in 41 years. This rate has remained unchanged
throughout 2002 in response to first and second quarter annual
7

growth rates o f 5 and 1.1 percent, respectively. Additionally, on
September 24, the 10-year treasury yield curve was 2.04 basis
points, flattening from 2.79 basis points on July 24, 2002. In its
most recent meeting, the Federal Reserve officially said the econ
omy is moving “towards weakness” rather than staying “neutral,”
and there is talk o f a potential rate decrease during the fourth
quarter in order to stimulate the economy.
The central bank opted not to cut rates because it still expects
the economy to keep growing in fits and starts. Unfortunately,
the nation’s economic recovery is weaker than previously be
lieved. The Department o f Commerce has made extensive revi
sions to 2001 data, m ost notably indicating that the 2001
recession was longer and deeper than previously thought. The
economy shrank in each o f the first three quarters instead o f just
the third, thus raising the expectation that the still-fragile recov
ery could stall.
The stock markets since September 11 have broken down, due to
various reasons including corporate governance issues. The costs
o f corporate borrowing have been sharply driven up, making it
difficult for all but the most creditworthy corporations to borrow.
Additionally, capital spending has suffered. Capital spending re
mains a major sector even in our predominantly service-oriented
economy. Financial institutions are tightening lending standards
for their customers, thus limiting the amount o f money available
to spend on capital investments. In addition, corporate executives
are afraid to take on inventory during these uncertain times. The
United States economy will not improve significantly until capi
tal spending picks up again.
Government statistics revealed fresh signs o f weakness in key
sectors o f the economy, including commercial real estate and
government spending. Finally, investors have been more suscep
tible to worries about terrorism and potential global conflict.
Recent U .S. warnings about an attack on Iraq have added to
stock market volatility and have added additional uncertainty
to the economy.
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Financial Institutions and the Economy
Consum er Lending. The low interest rate policy has brought
down mortgage rates, spurring home sales and enabling many
households to refinance and improve their cash flow, while mak
ing it possible for automakers and dealers to offer no-interest
loans. These factors have helped some financial institutions post
record numbers o f loans to customers and increase income from
loan securitizations. However, one o f the problems in the so-called
“recovery” of 2002 is that corporate earnings are not keeping pace
with the economic recovery. Consumers know this and are wary o f
borrowing and investing, except in areas such as real estate.
Housing activity accounted for nearly one-half o f the 1.2 percent
gain in real gross domestic product in 2001. Ordinarily, housing
activity slows during a recession. But last year, sales increased be
cause o f extraordinarily low interest rates, aggressive mortgage
lending, and the sharp sell-off in the stock market, which left
many searching for safer investments. The housing market is
blocking the recent recession from hitting many major metropol
itan areas, although housing’s benefits to the economy could ease
in the months ahead. Housing prices are rising at a rate many
economists believe is unsustainable, meaning some cities could
experience a price correction. So while the current loan boom has
made the financial institution industry one o f the strongest in
today’s weak economy, a housing market bust could soon have
the opposite effect on financial institutions by impairing assets
and decreasing revenues.
Note that in the third quarter o f 2002, foreclosures reached high
levels as many consumers stopped making mortgage payments.
The layoffs o f 2001 are the main culprit. Certain financial insti
tutions have been encountering cash flow problems due to an in
crease in consumer default on credit card debt. Smaller lenders
with a higher percentage o f credit card portfolios will be more ad
versely affected. Additionally, the Federal Deposit Insurance Cor
poration (FD IC ) noted that subprime lenders consistently
underestimated losses in 2001. The federal banking agencies have
continued to struggle with defining subprime and have come up
with some definitions that would suggest that nearly half of U.S.
9

family mortgages may be subprime. Institutions may need to ad
just their credit risk models to better reflect economic conditions.
Commercial Lending an d Bankruptcy. A number o f major in
dustry players in the commercial lending sector are incurring
lower earnings attributable to higher loan loss provisions for non
performing loans. Many loan writeoffs already recorded have oc
curred because o f corporate bankruptcies. Also, a number o f
institutions have incurred losses related to syndicated loans made
to companies experiencing financial difficulties. For additional
information, see “ Commercial Lending” in the “ Credit Risk
Watch” section o f this Alert.
Internal Management. Finally, financial institutions have experi
enced high management turnover due to layoffs and corporate
governance issues. Controls over other areas, such as lending and
collections, could also suffer. Turnover can have a serious effect
on a financial institution’s internal control and financial reporting
and accounting systems. Key unfilled positions and lack o f quali
fied employees corrode controls. You may want to consider these
risk assessment issues while planning and performing the audit.
Gaps in key positions may cause control weaknesses representing
reportable conditions that should be communicated to manage
ment and the audit or supervisory committee in accordance with
Statement on Auditing Standards (SAS) No. 60, Communication
o f Internal Control Related M atters Noted in an A udit (AICPA,
Professional Standards, vol. 1, AU sec. 325), and SAS No. 90,
Audit Committee Communications (AICPA, Professional Standards,
vol. 1, AU secs. 380 and 722).
The federal banking regulatory agencies have issued warnings to
financial institutions over the last several years to the effect that
the agencies may have safety and soundness concerns if regulated
banks scale back their auditing without sufficient controls in
place to compensate for the changes.
In addition, new legislation has been put into effect this year due to
corporate governance issues. For a complete discussion o f corporate
governance, the U.S. business environment and the economies of
foreign nations, see the AICPA general Audit Risk Alert—2002/03.
10

M&A Report 2002
Mergers and acquisition (M&A) activity slowed considerably in
2002. Instead o f buying, many institutions started to improve
themselves internally, working toward goals set in past acquisi
tions. Often, that meant selling, closing, or spinning off less de
sirable units instead o f expanding.
There are a number o f reasons for the slowdown. First, banks and
other financial stocks were depressed for much o f the year, mak
ing it difficult for potential buyers to engage in the stock for stock
deals that financial institutions prefer. Commercial loan troubles
emerged during 2001 and damaged target companies’ stocks as
merger currency. Some banks had major credit issues as well.
Second, asking prices for some companies remained unrealisti
cally high, blocking potential mergers. Finally, unfamiliarity with
accounting procedures introduced by accounting reforms has
slowed down mergers. Remember, the pooling of interest method
was eliminated on June 30, 2001, except for combinations be
tween two or more mutual enterprises.
In response to the market, analysts have downgraded some in
vestment banks. Additionally, investors have taken a more con
servative stance on earnings per share growth for the remainder o f
2002 and 2003, given the market declines and the low levels o f
merger, acquisition, and equity underwriting activity.
The exception to the slowdown has been in the middle market
mortgage lender sector, particularly when mortgage units have
been a good source o f revenue for the parent. The area o f mort
gage servicing is also ripe for consolidation.

Sarbanes-Oxley Act of 2002
On July 31, 2002, the Sarbanes-Oxley Act o f 2002 (the Act) was
signed into law. In remarks at the White House signing ceremony
for the Act, President Bush declared, “the era o f low standards and
false profits is over; no boardroom in America is above or beyond
the law. This law says to corporate accountants: the high standards
o f your profession will be enforced without exception; the audi
tors will be audited; the accountants will be held to account.”
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This Act is one o f the most far-reaching pieces o f legislation ever
to address corporate fraud and public accounting. Support for
the law was fueled by multiple reports o f corporate accounting
scandals, defrauded investors, and a plummeting stock market.
See the AICPA general Audit Risk Alert—2002/03 for further in
formation about the Sarbanes-Oxley Act.
The scandals leading to the passage o f the Act brought to light
numerous conflicts o f interest inherent in the business model o f
some major Wall Street institutions, which served in many con
flicting capacities in their dealings with Enron. They acted as
lenders, advisers and underwriters for Enron while also managing
assets for the energy company and its executives and investors.
Now, investigators in the Enron case have recently switched their
attention from accountants to financial institutions and the role
they played in the rise and fall o f the company. Congress, the Se
curities and Exchange Commission (SEC), and the Justice De
partment are questioning three o f the largest financial
firms— Citigroup Inc., J.P. Morgan Chase & Co, and Merrill
Lynch & Co.— about financing they provided to Enron. The in
vestigators are examining whether the firms helped Enron artifi
cially increase earnings by structuring transactions in a way that
allowed the energy concern to disguise loans as trades and hide
debts in special-purpose entities (SPEs).
Congressional. Hearings may be held on the adequacy o f bank
regulatory oversight and the possible role o f investment and com
mercial banks in facilitating fraudulent accounting practices and
other abuses. Additionally, Section 705 o f the Sarbanes-Oxley
Act requires the Com ptroller General to conduct a study on
whether investment banks and financial advisers assisted public
companies in manipulating their earnings and obfuscating their
true financial condition. Among other things, the study will ad
dress the role the financial institutions played in the collapse o f
Enron. Upon the completion o f the study, the Comptroller Gen
eral will issue a report discussing regulatory or legislative steps
that are recommended or that may be necessary to address con
cerns identified in the study.
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Denser Derivatives
The growing number o f corporate scandals fueled increased ac
tivity in derivative contracts that commercial banks held for
themselves and their customers. The largely unregulated deriva
tive market has ballooned this year. Responding to pressure to
mitigate risk, risk managers typically responded by reshaping
their risk profiles, which drove up derivative notional volumes
during the second quarter o f 2002.
Remember that when entities lose money on derivative contracts,
the writeoffs usually occur some time after the contract goes sour.
Also, auditors should watch out for embedded derivatives includ
ing those related to convertible debt and callable notes. SAS No.
92, Auditing Derivative Instruments, Hedging Activities, and In
vestments in Securities (AICPA, Professional Standards, vol. 1, AU
sec. 332), along with its companion Audit Guide, provides spe
cific guidance on auditing derivatives.

Back on the Balance Sheet Again
A large portion o f off-balance-sheet debt could return to the bal
ance sheets o f financial institutions and their customers as a result
o f changes in accounting principles and possible legislative and
regulatory action. The FASB currently has a project in the works
that would amend the way SPEs are reported on. This project, ex
pected to be finalized by the end o f 2002, would have a major
impact on financial institutions. See a description o f the FASB's
work in this area in the “On the H orizon” section o f this Alert.

Credit Risk Watch
Asset-Liability Management
The rate environment for all financial institutions has been
changing drastically over the past few years. In 2001, the FRB cut
rates nine times, for a total o f 450 basis points. The short-term
rate was 2.0 percent in October 2001 and has remained at 1.75
percent throughout the first three quarters o f 2002, the lowest
level in 41 years. Prior to 2001, the opposite was occurring and
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the Fed had raised rates six times over a period o f twelve months.
In 1999-2000, many financial institutions had high loan de
mand and it was difficult for institutions to maintain deposits. In
2001, the opposite occurred. Loan growth slowed and institu
tions could hardly keep the deposits away. The public began to
shift savings from equities into institutions, and some institutions
such as credit unions were much slower than others in lowering
their share rates, which caused shares to grow even more and net
margins to shrink.
O f course, no one could predict the dramatic changes that have
occurred. What is important to recognize is that dramatic swings
will continue to occur and have tremendous impact on a financial
institutions earnings, liquidity, margins, share and loan demand,
and asset values. It is essential that management plan for these
changes. Solid asset liability management procedures, financial
planning, and investment strategy come into play. With proper
planning and solid policies and procedures in place, institutions
can manage these changes, and properly assess the impact o f al
ternative actions. Without proper planning, there exists serious
risk o f financial problems, including unnecessary losses and de
clines in asset values.
Whether the financial institution has an in-house asset liability
management program or has outsourced asset liability manage
ment (ALM) to an outside vendor, it is important that manage
ment and the board o f directors understand the ALM program
and its results. If the institution has an in-house program, man
agement needs assurance that the program is run correctly. If an
outside ALM vendor is used, management needs to understand
the vendor's modeling results and the assumptions used. The de
gree o f sophistication needed will vary with the complexity o f the
balance sheet.
ALM programs can be complex and require sophisticated as
sumptions to be properly run. Personnel running ALM programs
may not fully understand the intricacies o f the model or may not
have developed reasonable assumptions to produce reasonable re
sults. Therefore, financial planning may be based on faulty
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premises and data. A couple o f typical examples o f ALM model
ing errors include the following:
•

Inaccurate or unreliable prepayment assumptions. Has the
institution established prepayment assumptions in the
model? Are the assumptions reasonable and periodically
updated? Do prepayment speeds change with interest
rates? Does management know what the prepayment as
sumptions are? If the answer to any o f these questions is
no, the ALM models output may be suspect.

•

No core deposit or decay rates. Decay rates are the assumed
maturity o f nonmaturity deposits. If decay rates are not
reasonable then the model results will not be reliable.

•

Inaccurate input o f data. Detail reports should be run to
review the data for errors in the way the model is run and
to determine whether the data have been inaccurately
input into the model. One basic test is to compare the
model results with actual history.

Management needs to ensure that any ALM modeling is per
formed reasonably and accurately.
In the current low-interest rate environment, financial institu
tions need to be diligent in their financial management process
and thoroughly aware o f financial and interest rate risks. Along
with an increase in deposits, institutions that have large invest
ment portfolios o f callable securities have seen an influx o f addi
tional funds as securities are or were called. With excess liquidity
and low investment rates, there may be a desire to obtain highrisk investment products. Each institution needs to carefully eval
uate its investment and financial decisions.

Commercial Lending
There are five commercial real estate sectors, namely, office, hotel,
industrial, multifamily, and retail. Commercial real estate lending
is highly cyclical, and all segments have been adversely affected to
some extent by the economic slowdown. Largely as a result o f the
deflation o f high tech, there is a significant amount o f available
15

subleased office space which is negatively affecting this sector. Ad
ditionally, space reductions at blue chip companies as well as
major bankruptcies have hurt the commercial lending sector. On
the positive side, the hotel sector, despite being heavily affected by
the terrorist attacks, has shown quicker signs of recovery.
Unfortunately, the volume o f commercial lending at banks has
declined this year. Additionally, banks received just 55 cents in re
coveries on every dollar o f defaulted loans last year, far below the
historical average o f 69 cents. The overall reduction in the de
mand for external financing is also due to financial institutions
imposing stricter underwriting standards and higher fees and
spreads on backup lines o f credit for commercial loans because
institutions are concerned about the lines being tapped and the
overall creditworthiness o f customers. Institutions have not been
as strict with smaller businesses. However, lenders will remain
skeptical o f large corporate borrowers with complex balance
sheets.

Consumer Loan Credit Scoring and Risk-Based Lending
The use o f credit scores as a tool in the loan approval decision
process has grown considerably over the past few years. Scores in
clude the FICO (Fair Isaac Company) and Beacon. In addition,
many financial institutions have developed internal credit scoring
programs. As loan decisions become more automated, financial
institutions are using credit scores to a greater extent to approve
and determine the interest rate for consumer loans. Traditional
underwriting and evaluations o f customers’ credit capacity are
often relied on to a lesser extent, as credit scores become the pre
dominant factor in the loan approval decision process. The audi
tor and management should thoroughly understand the impact
o f the credit scores in evaluating expected loan losses.
Assurance should be gained that the scoring system in use is reli
able and has been properly validated. This should be done for
both external systems and internally developed credit scoring
systems. Management must have the capability to properly esti
mate the expected performance o f each category o f credit scores.
16

System controls should be in place to capture and report relevant
credit scoring information, including the ability to monitor per
formance by credit scores.
Another lending tool or system that has grown considerably is the
use o f risk-based lending (RBL) or pricing programs. RBL pro
grams are becoming increasingly common in many financial in
stitutions. R B L refers to pricing different categories o f loans
according to the risk or probability o f default. Not all borrowers
are viewed as equals, but rather, loans are made and priced ac
cording to the borrower’s credit. Usually, an applicant’s creditworthiness is rated in conjunction with a credit scoring system.
The result is greater loan volume and greater overall portfolio re
turns because the institution can better price loans in accordance
with risk, expand its customer and loan base, and reach more un
derserved customers who may otherwise be declined. Even
though RBL programs can serve as a valuable program and re
source and help the financial institution meet expanding compet
itive pricing constraints, the programs also present substantial
new risks o f losses and compliance concerns.

Common Credit Scoring and Risk-Based Lending
Control Weaknesses
Some common pitfalls and control weaknesses with credit scor
ing and risk based pricing/lending programs that could poten
tially result in material losses and other problems include the
following:
•

A greater number o f high-risk loans than intended

•

Inadequate reporting mechanisms to alert management
and the board o f potential problems

•

Lack o f personnel training and lack o f management under
standing concerning credit scoring and risk-based lending

•

Old or outdated scoring models and a lack o f validations
and revalidation resulting in faulty loan approval and pric
ing decisions
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•

Inadequate risk management procedures and inadequate
risk management staffing

•

Inadequate operational risk controls and monitoring that
result in substantially greater risk to the institution than
was expected given a particular score

•

Incomplete policies and procedures covering both risk
based lending and credit scoring

•

Inefficient use o f databases, purging o f data, and lack of
controls covering data entry

•

Inconsistent decisions and excessive overrides o f scores

•

Errors in calculations o f scores and rates; system parame
ters established incorrectly and with lack o f proper knowl
edge and control

•

Improper pricing o f risk tiers

•

A lack o f knowledge and information on the profitability
o f the individual risk tiers

•

Incomplete monitoring of scoring and RBL

The auditor may need to determine that the financial institution
has established a reasonable control environment for its RBL and
that it has properly addressed any regulatory advisories and re
quirements. An understanding should be gained o f the potential
effect o f higher risk loan categories on loan losses and the al
lowance for loan losses.

Interesting Mortgages
While no one could picture any year surpassing the mortgage
boom o f 2001, analysts are now predicting that 2002 will exceed
the prior year’s millennium mortgage madness. Mortgage interest
rates have spiraled down to those existing during the Eisenhower
years. This is not surprising, as history shows that strong housing
markets follow strong stock markets by approximately two years.

18

It is possible that interest rates will hit bottom by the end o f
2002. Many institutions now hold many long-term, fixed-rate
mortgages in an effort to keep net interest margins from falling
further than they have this year. Therefore, the refinance boom
has left many institutions with high concentrations o f fixed-rate,
15- and 30-year mortgages because consumers like to lock in
long-term low rates during a decline. Markets for variable rates
have suffered.

Some Audit Considerations
You may need to consider whether the institution has adequate
asset liability management procedures in place to understand and
manage its market and liquidity risk in a falling interest rate envi
ronment. Institutions now have asset heavy portfolios on their
books that have been hard to sell during the low rate economy.
These assets are risky for two reasons. First, since financial insti
tutions lend long term and borrow short term, the asset/liability
balance will be detrimental when the cost o f borrowing increases
during a rise in rates. (Many long-term assets are now locked in at
rates unheard o f two years ago). Second, overvalued home ap
praisals during the current housing market boom may lead to the
receivables and foreclosed assets themselves being overvalued.
Additionally, voluminous low-interest-rate refinancing will affect
a lender's operations and earnings. Profits may suffer substantial
decline and could lead to going-concern implications. Also, a
lender’s management will probably experience intense pressure
from stakeholders to maintain profitability, thereby increasing
the institution’s risk of fraud.
While many o f the refinances are being made into fixed rate
mortgage loans, there are still a significant number o f borrowers
opting for the even lower initial rates o f adjustable rate mortgages
(ARMs). Because o f the very low initial rates being offered on
these ARMs, it is very likely that future rate increases may push
the interest rates on these loans up 5 percentage points or more.
Underwriting standards need to consider the likelihood o f such
increases even more seriously because o f the historically low cur
rent rates.
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Although the loan origination and servicing fee revenues earned
may increase due to an influx o f new customers, as interest rates
decline, margins may correspondingly decrease. Institutions are
subject to prepayment risk in falling rate environments. M ort
gage loans and other receivables may be prepaid by a debtor, so
the debtor may refinance its obligations at new, lower rates. If an
institution does not have an effective system for generating new
mortgage loans in a period o f significant prepayments, the insti
tution's future prospects may be negatively affected. Prepayments
o f assets carrying the old, higher rates reduce the institution’s net
income and overall asset yields. In addition to loans, other items
such as securities, deposits, debts, and derivatives all depend on
interest rates.
Finally, many loans have been refinanced. Second-mortgage
lenders rank below first-lien holders in collection efforts, and the
holder o f the second lien is not able to collect until the first lender
has been paid. Therefore, one should note the creditor status o f
the client’s portfolio base.

Loan Loss Allowance Update
As stated earlier, the grim economic picture seriously heightens
concerns about credit quality. As business earnings plunge and
layoffs occur, loan delinquencies and defaults may increase
sharply. Moreover, the quality o f an institution’s loan portfolio
may deteriorate. Institutions may have eased their underwriting
standards in 2001 to attract additional customers during the an
tecedent economic growth period. Management and auditors
need to be especially alert during these poor economic times to
ensure that loan loss allowances are adequate and impaired loans
are properly accounted for.
During 2002, weaknesses are beginning to appear at banks, es
pecially in credit-card portfolios. In the first quarter o f 2002,
non-performing loans at many financial institutions continued
to increase and as a result, reserves increased in the first quarter.
However, the increase in non-perform ing loans meant that
some institutions are now not meeting industry coverage ratios.
20

Additionally, the problems in the telecommunications and en
ergy sectors have lead to bankruptcies and bad loans for banks.
Despite tightening credit standards toward commercial enter
prises, many institutions will need to increase allowances. Esti
mates show that loan losses will continue to grow until at least the
third quarter o f 2003.
When evaluating credit risk, the quality o f loans, and the ade
quacy o f loan loss allowances, auditors should consider the mat
ters discussed in this Alert and determine whether there is a
heightened level o f audit risk. If so, it may be necessary to alter
the nature, timing, and extent o f audit procedures and to increase
the level o f testing. The evaluation o f loan quality and loss al
lowances can be a complicated process, and the following specific
literature will aid you in the accounting and auditing process.
SAS No. 57, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1, AU sec. 342), and the AICPA Practice Aid enti
tled Auditing Estimates and Other Soft Accounting Information
provide guidance on auditing estimates.

National Credit Union Administration Interpretive Ruling and Policy
Statement 02-3 on the Allowance for Loan and Lease Losses
This interpretive ruling and policy statement (IRPS), issued on
May 28, 2002, provides guidance on the design and implementa
tion o f Allowance for Loan and Lease Losses (ALLL) methodolo
gies and supporting documentation practices for credit unions. It
provides guidelines that are very similar to the recently issued inter
agency policy statements o f the four federal banking agencies pub
lished on July 6, 2001, and similar federal banking guidance issued
by the SEC in Staff Accounting Bulletin (SAB) No. 102, Selected
Loan Loss Allowance Methodology and Documentation Issues.
The IRPS was developed in consultation with the other federal
banking agencies and the SEC. It provides guidance on the de
sign and implementation o f significant aspects o f ALLL method
ologies and supporting documentation practices. As stated in
National Credit Union Administration (NCUA) letter 02-CU-09,
the IRPS also includes illustrations o f implementation practices
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that credit unions may find useful for enhancing their own ALLL
as well as explanations and guidance on generally accepted ac
counting principles (GAAP) and regulatory statements address
ing the ALLL.
The IRPS does not change the existing accounting guidance in or
modify the documentation requirements o f GAAP. It is intended
to supplement not replace current guidance. The IRPS does not
address or change current guidance concerning loan chargeoffs.
As with the banking Policy Statement, the IRPS specifically ad
dresses the following concerns:
•

It clarifies that the board o f directors o f each institution is
responsible for ensuring that controls are in place to deter
mine the appropriate level o f the ALLL.

•

It states that the ALLL process must be thorough, disci
plined and consistently applied, and must incorporate
managements current judgments about the credit quality
o f the loan portfolio.

•

It emphasizes the N C U A 's long-standing position that in
stitutions should maintain and support the A LLL with
documentation that is consistent with their stated policies
and procedures, GAAP, and applicable supervisory guidance.

•

It provides guidance on maintaining and documenting poli
cies and procedures that are appropriately tailored to the size
and complexity o f the institution and its loan portfolio.

•

Because credit unions are currently required to follow
GAAP regarding methodologies and documentation for
the ALLL, the IRPS should not significantly affect calcula
tion methodologies.

However, it should serve to clarify and improve practices and pro
cedures, which the auditor will want to review for compliance
with GAAP and the IRPS. For example, the institution will be re
quired to ensure that the A LLL policies are current and ade
quately address the specific policy requirements in the IRPS and
Policy Statement.
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The auditor should be aware o f the potential impact o f changing
economic conditions and changes in the institution’s lending
products and practices on the institution’s ALLL methodologies.
Many credit unions have implemented a variety o f both new
lending practices and programs within the last couple o f years.
These programs must be addressed in the ALLL methodologies.
For example, some credit unions recently have implemented new
business or commercial lending programs. ALLL methodologies
that previously relied on FASB Statement o f Accounting Stan
dards No. 5, Accountingfor Contingencies, for loans evaluated on a
group basis, may now be required to follow FASB Statement No.
114, Accounting by Creditors fo r Impairment o f a Loan, for evalu
ating impairment and losses on individual loans. Some examples
o f other programs and factors that may require a reevaluation of
existing ALLL methodologies include indirect vehicle lending,
risk-based lending, subprime programs, current economic condi
tions, new credit scoring or other loan approval technologies, and
changes in membership or customer demographics.
The IRPS and policy statements point out that while different in
stitutions may use different methods, certain elements should be
in any ALLL methodology including the following:
1. A detailed analysis o f the loan portfolio, performed on a
regular basis
2. Consideration o f all loans (whether on an individual or
group basis)
3. Identification of loans for impairment analysis on an indi
vidual basis under FASB Statement No. 114 and the seg
mentation o f the remainder o f the portfolio into groups o f
loans with similar risk characteristics for evaluation under
FASB Statement No. 5
4. Consideration o f all known relevant internal and external
factors that may affect loan collectibility
5. Consistent application o f loan collectibility factors, with
modification for new factors that may affect collectibility
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6. Consideration o f the different risks inherent in different
kinds o f lending
7. Consideration o f current collateral values where applicable
8. Performance o f analysis, estimates, reviews, and all other
A LLL methodology functions by competent and welltrained personnel
9. Methodology that is based on current and reliable data
10. Methodology that is well documented with clear explana
tions o f the supporting analyses and rationale
11. A systematic and logical method to consolidate the loss es
timates and ensure the ALLL balance is recorded in accor
dance with GAAP

Other Accounting and Auditing Considerations
FASB and AICPA Guidance
Currently, the accounting guidance for the measurement o f the al
lowance for loan losses available to financial institutions is ad
dressed in Statements No. 5, and No. 114, as amended by FASB
Statement No. 118, Accounting by Creditors fo r Impairment o f a
Loan— Income Recognition and Disclosures; EITF Topic D-80, Ap
plication o f FASB Statements No. 5 and No. 114 to a Loan Porfolio;
FASB Interpretation No. 14, Reasonable Estimation o f the Amount
o f a Loss (an Interpretation o f FASB Statement No. 5); and the
AICPA Audit and Accounting Guides Banks and Savings Institu
tions, Audits o f Credit Unions, and Audits o f Finance Companies.
The FA SB Viewpoints A rticle on Loan Loss Allowances. The
April 12, 1999, issue o f FASB Viewpoints addressed the application
o f FASB Statements No. 5 and No. 114 to a loan portfolio and dis
cussed how those Statements interrelate. The Viewpoints article dis
cusses numerous issues, including the following questions:
•

How should a creditor identify loans that are to be individ
ually evaluated for collectibility under FASB Statement
No. 114?
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•

How should a creditor determine whether it is probable
that it will be unable to collect all amounts due according
to the contractual terms o f a loan agreement under FASB
Statement No. 114?

•

If a creditor concludes that an individual loan specifically
identified for evaluation is not impaired under FASB State
ment No. 114, may that loan be included in the assess
ment o f the allowance for loan losses under FASB
Statement No. 5?

The FASB Viewpoints publication can be obtained at the FASB
Web site at www.fasb.org.
SO P 01-6. Financial institutions and auditors also need to fol
low the guidance in SOP 01-6, Accounting by Certain Entities (In
cluding Entities With Trade Receivables) That Lend to or Finance
the Activities o f Others. For example, the arrangement may be a se
cured mortgage loan, an unsecured commercial loan, or a financ
ing arrangement that only involves extending credit to trade
customers resulting in trade receivables.
For banks and savings institution recognition and measurement,
note that all sales o f servicing rights should be recognized into in
come, regardless o f whether the loan is retained or sold. Addi
tionally, insurance commissions need to be amortized over the
insurance risk period for experience-rated or retrospective com
mission arrangements.
As with banks and savings institutions, recognition and measure
ment is o f critical importance to credit unions as well. For example:
•

Standby commitments to purchase loans should be either
reported as a net against loans purchased and amortized
under SFAS No. 91, or recorded as liabilities (the greater o f
the fair market value or the fee received.)

•

Nonmortgage loans held for sale should be recorded at the
lower o f cost or market.

•

Short sales o f securities (securities sold, not yet purchased)
should be a liability at fair value.
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•

A liability should be recorded when the credit union re
ceives member deposits, not when funds are collected.

•

Redeemable preferred stock dividends should be recorded
based on their preferred stock classification.

SOP 01-6 contains numerous presentation and disclosure re
quirements that apply to the financial statements. Additionally,
SOP 01-6 removes some disclosure requirements for banks and
credit unions. Banks no longer need to disclose balance-sheet pre
sentation o f cash and cash equivalents, interest-bearing deposits,
federal funds purchased, and repurchase agreements. Addition
ally, the requirement for regulatory capital long-term debt disclo
sure has also been removed.
For credit unions, SOP 01-6 eliminates the following requirements:
•

Disclosure o f significant factors affecting the carrying
amount o f mortgage related derivative securities

•

Disclosure o f additional information about repurchased
and reverse repurchased agreements apart from FASB
Statement No. 107

•

Disclosure o f additional information about servicing apart
from FASB Statement No. 140

•

Disclosure o f additional information about credit union
deposits

Readers should refer to the full text o f SOP 01-6 when evaluating
lending and financing activities. SOP 01-6 reconciles and con
forms, as appropriate, the accounting and financial reporting
provisions established by the AICPA Audit and Accounting
Guides Banks and Savings Institutions, Audits o f Credit Unions,
and Audits o f Finance Companies. This SOP will be incorporated
in a new AICPA Audit and Accounting Guide, which will super
sede the three aforementioned Guides. The new Guide is ex
pected to be issued during the second quarter o f 2003. See the
SOP for effective date and transition information.
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SO P 94-6. Financial institutions and auditors also need to fol
low the guidance in SOP 94-6, Disclosure o f Certain Significant
Risks and Uncertainties.
More specifically, SOP 94-6 requires entities to disclose certain
concentrations (described in paragraph 22 o f the SOP) if, based
on information known to management before issuance o f the fi
nancial statements, all o f the following criteria are met:
•

The concentration exists at the date of the financial statements.

•

The concentration makes the entity vulnerable to the risk
o f a near-term severe impact.

•

It is at least reasonably possible that the events that could
cause the severe impact will occur in the near term.

Examples o f concentrations that might be found at financial in
stitutions include:
•

Sale o f a substantial portion o f or all receivables or loan
products to a single customer

•

Loss o f approved status as a seller to or servicer for a third
party

•

Concentration o f revenue from issuances involving a thirdparty guarantee program

•

Concentration o f revenue from mortgage banking activities

AICPA A u dit an d Accounting Guides. Auditors should read
SOP 01-6 in conjunction with chapters 6 and 7 o f the Audit and
Accounting Guide Banks and Savings Institutions, chapters 5 and
6 o f the Audit and Accounting Guide Audits o f Credit Unions,
and chapter 2 o f the Audit and Accounting Guide Audits o f F i
nance Companies, as applicable, for a thorough discussion o f au
diting procedures regarding loans and loan loss allowances.

Regulatory Guidance
SEC Financial Reporting Release (FRR) No. 28, Accounting for
Loan Losses by Registrants Engaged in Lending Activities, issued in
December 1986, states that the books and records o f registrants
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engaged in lending activities are expected to include documenta
tion o f a systematic methodology to be employed each period in
determining the amount o f loan losses to be reported and the ra
tionale supporting each period's determination that the amounts
reported were accurate. Also note that FRR No. 28 requires regis
trants to describe their procedural discipline in the business sec
tion o f the annual report.
Additionally, the Interagency Policy Statement on the Allowance
for Loan and Lease Losses (Interagency Policy Statement) issued
on December 21, 1993, by the SEC and the federal banking reg
ulators requires nonpublic financial institutions to follow instruc
tions very similar to those outlined in FRR No. 28.
Even though the allowance for loan loss documentation requires
numerical calculations, it is critical that financial institutions
have written, qualitative narrative supporting the thought process
behind the calculations in satisfying the procedural discipline re
quired by FR R No. 28. Moreover, financial institutions should
maintain a self-correcting mechanism that adjusts loss estimation
methods in order to reduce differences between estimated and ac
tual observed losses.
SE C SAB No. 102. On July 6, 2001, the SEC released SAB No.
102, Selected Loan Loss Allowance Methodology and Documenta
tion Issues, which provides certain views o f the staff on the devel
opment, documentation, and application o f a systematic loan
loss allowance methodology in accordance with GAAP as re
quired by FRR No. 28. In particular, the guidance focuses on the
documentation the staff normally would expect registrants to
prepare and maintain in support o f their allowances for loan
losses. The SAB applies to registrants that are creditors in loan
transactions that, individually or in the aggregate, have a material
effect on the registrant's financial statements.
Federal F in an cial Institutions Exam ination Council Guidance.
In conjunction with the release o f SAB No. 102, the Federal Fi
nancial Institutions Examination Council (FFIEC) issued on July
6, 2001, an Interagency Policy Statement entitled Allowance for
Loan Loss and Lease Losses (ALLL) Methodologies and Documenta
tion for Banks and Savings Institutions.
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The Interagency Policy Statement provides guidance on the de
sign and implementation o f ALLL methodologies and support
ing documentation practices. Specifically, the statement:
•

Clarifies that the board o f directors o f each institution is
responsible for ensuring that controls are in place to con
sistently determine the appropriate level o f the ALLL.

•

States that the ALLL process must be appropriate, system
atic, and consistently applied, and must incorporate man
agement’s current judgments about the credit quality o f
the loan portfolio.

•

Emphasizes the banking agencies’ long-standing position
that institutions should maintain and support the ALLL
with documentation that is consistent with their stated
policies and procedures, GAAP, and applicable supervisory
guidance.

•

Provides guidance on maintaining and documenting poli
cies and procedures that are appropriately tailored to the
size and complexity o f the institution and its loan portfolio.

The Interagency Policy Statement also includes illustrations of
implementation practices that institutions may find useful for en
hancing their own ALLL processes; an appendix that provides ex
amples o f certain key aspects o f ALLL guidance; a summary of
applicable GAAP guidance; and a bibliographical list o f relevant
GAAP guidance, joint interagency statements, and other litera
ture on ALLL issues.
The Interagency Policy Statement does not change existing ac
counting guidance in or modify the documentation requirements
o f GAAP or guidance provided in the relevant joint interagency
statements. The text o f the full document is located at the FD IC
Web site at www.fdic.gov.
Interagency Guidance Points O ut Im portant Practices. A joint
interagency letter (issued July 12, 1999) reaffirmed aspects o f
loan loss allowance practices. This letter was issued by the SEC,
the F D IC , the Office o f the Comptroller o f the Currency
(O C C ), and the Office o f Thrift Supervision (OTS).
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Disclosures Related to Loan Loss Allowances. Management’s dis
cussion and analysis (M D&A) and SEC Industry Guide 3 disclo
sures need to fully disclose all pertinent trends, events, and
uncertainties related to the allowance for loan losses. Moreover,
the narrative disclosures in M D & A need to be consistent with
the M D & A financial tables relating to the allowance for loan
losses and loan portfolio, and with the financial statements and
related footnotes.
The discussion in M D & A should be in quantified detail, ex
plaining the changes in the specific elements o f the allowance for
loan losses, including instances in which the overall allowance has
not changed significantly. The effects o f any changes in method
ology should be explained and justified.
SE C S ta ff Actions Concerning M D&A. If statistical data, quanti
tative analysis, or disclosures in a registrant filing appear inconsis
tent with loan loss allowance levels, the SEC staff may require the
institution to explain those inconsistencies. For example, data
commonly used to evaluate the appropriateness o f the loan loss
allowance may indicate an inconsistency between the accounting
for the allowance and the disclosure o f material risks in the port
folio for which the allowance was maintained. In such a case, the
SEC staff may issue comments on the filing relating to the loan
loss allowance.
Additionally, disclosures in the filing should be consistent with
the documentation supporting the level o f the loan loss al
lowance. The SEC staff may question allowances that appear too
low as well as those that appear too high, as compared with the
disclosures made and the supporting documentation.
The SEC letter on the allowance for loan losses issued in January
1999 provides essential information that needs to be considered
and included in the “Description o f Business,” M D & A , and fi
nancial statements. (See the SEC Web site at www.sec.gov/rules/
othern/banklla.txt.) Additionally, the August 2001 SEC current
accounting and disclosure letter (section K) provides further loan
loss guidance. (See www.sec.gov/divisions/corpfin/acctdisc.html.)
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Technology News
Customer Relationship Management
Financial service companies usually spend more on information
technology than other businesses, and 2002 is no exception, de
fying predictions that a weak economy and last year’s terrorist at
tacks would hinder spending in this area. Financial firms spend
more than 8 percent o f their revenue on technology, among the
highest o f all industries.
One o f the highest areas o f technological growth in 2002 has
been in the area o f customer relationship management (CRM).
Demand for CRM software has been high, but results have not
been up to expectations. Enticed by the promise o f a quick
means for personalizing customer services, increasing retention,
sharpening cross sales and making customers more profitable, fi
nancial institutions have spent millions on C R M initiatives.
Some o f these initiatives have been worthwhile, but many have
failed to deliver on expectations and have resulted in wasted in
vestment, shelved projects and firings. As a result, the industry is
taking a slower and steadier approach to CRM . Success requires
that technology be a tool, not a comprehensive solution to
CRM .

Check Imaging
A new developing area o f customer relationship management is
check imaging technology. This technology is meant to solve one
o f the most vexing customer relationship management issues
that financial institutions face, namely, how to supply their cus
tomers with timely information about check payments. By suc
cessfully producing check images for customers, a financial
institution can meet a major goal o f CRM ; to increase internal
growth by improving service and winning more business from
existing customers.
Check imaging technology has been around for more than a
decade but is only just beginning to live up to its early hype. The
idea o f capturing check images and storing them in an archive is
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gaining popularity throughout the industry Many medium and
large size banks are now starting to look seriously into image
archiving. Institutions that implement this product will have sig
nificant competitive advantage over other players.
The nation's largest check processor, Bank o f America, is the first
institution to implement the technology, and has begun taking
electronic pictures o f each o f its 800 million monthly checks. The
company can now download check images to representatives at
bank branches or call centers. In addition, customers can request
images through the Internet or automated teller machines
(ATMs). Customers are happy since images are available through
varied delivery channels. Institutions stand to save billions o f dol
lars in transportation costs by exchanging electronic checking ac
count information for actual paper checks.

The Decline of Internet Banks
Despite industry predictions o f market growth, Internet banks
have either closed, contracted, explored their strategic options, or
sold themselves in large numbers, leaving fewer institutions to
carry out the plan o f providing cheaper banking services through
streamlined or nonexistent branch infrastructures.
Internet banks o f all types had trouble this year. Among the In
ternet banks that are still in existence, only Net Bank and E-Trade
Bank stand out as having significant customer and asset bases.
Net Bank focused from the start on profitability, not branding.
E-Trade bank has both the benefit o f longevity through its 1980s
predecessor Telebank and a cross sell boost from its brokerage
parent, E-Trade Group.
The failure o f so many Internet banks may have been due to tra
ditional banks expanding operations onto the Internet. These tra
ditional institutions showed impressive growth in their online
banking customers. In short, it appears that consumers want
more from a bank than Internet-only portals. They want
branches and full service as well.
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A New Foreign Exchange Settlement Method
A new service has appeared on the market that settles foreign ex
change (fx) trades simultaneously and irrevocably. The service
known as continuous linked settlement, went live on September 9,
2002, after two postponements. It is run by CLS Bank Interna
tional, which obtained regulatory approval from the Federal Re
serve Bank o f New York.
CLS Bank International was formed by a consortium o f banks for
the purpose o f consolidating and mitigating risk in foreign ex
change trading. The only way for a bank to send transactions di
rectly through C L S is to invest $5 million and become a
shareholder. CLS Bank does not execute the trades. It simply set
tles payments for trades. The new fx continuous linked settle
ment is complementary to the trading platforms that execute
trades such as Fxall, Currenex Inc., and Fx connect.
The system settles bank-to-bank foreign exchange settlement
transactions within a few hours rather than two days or more. This
reduces risks from multiple time zones, settlement delays and legal
jurisdictions. The risk o f paying in one currency and failing to re
ceive in another is reduced since both sides are settled at once.
This new fx settlement system has the potential to become indus
try practice, despite the initial expense o f becoming a shareholder.

ATMs Versus Western Union
The demand for international person-to-person money transfers
is heating up, with strong development from two major banks
that think that they can use ATM networks and card products to
take money transfer share away from the market leader, Western
Union. Two market factors have lead to this development. First,
the immigrant market has become a significant revenue opportu
nity. Over the last five years, the consumer sector in the United
States o f Mexicans, and Central and South American peoples has
grown, spurring market demand for cross-border money trans
fers. There has also been a significant increase in ATMs and In
ternet access south o f the Rio Grande. Second, there is a rising
ATM and Internet use among all population sectors.
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It still remains to be seen whether ATM money transfers will take
off, especially given obvious security issues, including the poten
tial that the machines could be used for money laundering. But
there is room for a new trend o f global remitters in the next four
or five years, especially through the Internet and ATMs.

Fraud and Illegal Activities
Money Laundering Developments
Criminals use financial institutions to launder the proceeds of
crime. Omnibus providers o f diversified financial services may be
particularly vulnerable because they provide a broad range o f fi
nancial services that money launderers want and need, often in
higher risk jurisdictions.

Definition of Money Laundering
Money laundering is the funneling o f cash or other funds gener
ated from illegal activities through legitimate businesses to con
ceal the initial source o f the funds. Money laundering is a global
activity and, like the illegal activities that give it sustenance, it sel
dom respects local, national, or international jurisdictions. Cur
rent estimates o f the size o f the global annual “gross money
laundering product” range from $500 billion to $1.5 trillion.

Money Laundering in the Electronic Age
Recent cases underscore how criminals are increasingly using per
sonal computers, banking software, electronic funds transfers,
and the Internet to launder the proceeds o f their illicit activities.
Large volumes o f high-speed wire transfers between institutions
on a daily basis make it exceedingly difficult for regulators, law
enforcement, and financial institutions to identify money laun
dering activities.

Inadequate Controls Increase Risk of Money Laundering
Evidence suggests that financial institutions penetrated by money
launderers may not have sufficient controls in place for effective
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money laundering risk management, including adequate
processes for identifying unusual activity and determining
whether unusual activity is really suspicious and reportable.
In a number o f instances, organized crime associates were em
ployed at the affected institutions and existing controls were in
adequate for management to detect suspicious or improper
relationships and activities involving the criminals.

The USA Patriot Act
On October 26, 2001, President Bush signed into law the “Unit
ing and Strengthening America by Providing Appropriate Tools
Required to Intercept and Obstruct Terrorism (USA PATRIOT)
Act o f 2001” (the Act). This law, enacted in response to the ter
rorist attacks o f September 11, 2001 was intended to strengthen
our nation’s ability to combat terrorism and prevent and detect
money laundering activities in all financial institutions. Broad au
thority to develop anti-money regulations applicable to each of
the various segments o f the financial services industry was dele
gated to the Treasury Department.
On July 17, 2002, the Treasury Department, along with the FDIC,
FRB, NCUA, O C C , OTS, Commodity Futures Trading Commis
sion, and the SEC issued proposed rules that would require certain
financial institutions to establish minimum procedures for identi
fying and verifying the identity o f customers seeking to open new
financial accounts. These proposed rules implement section 326 o f
the USA PATRIOT Act, which directs the issuance o f regulations
requiring financial institutions to implement reasonable proce
dures for (1) verifying the identity of any person seeking to open an
account, to the extent reasonable and practicable; (2) maintaining
records o f the information used to verify the persons identity and;
(3) determining whether the person appears on any list o f known
or suspected terrorists or terrorist organizations. Final rules imple
menting section 326 must be effective by October 25, 2002.
Unless exempted by regulation, financial institutions must estab
lish an anti-money-laundering compliance program, including,
at a minimum:
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•

The development o f internal policies, procedures, and
controls; these should be appropriate for the level o f risk o f
money laundering identified.

•

The designation o f a compliance officer; the officer should
have appropriate training and background to execute their
responsibilities. In addition, the compliance officer should
have access to senior management.

•

An ongoing employee training program; a training pro
gram should match training to the employees’ roles in the
organization and their job functions. The training pro
gram should be provided as often as necessary to address
gaps created by movement o f employees within the organi
zation and turnover.

•

An independent audit function should test procedures.

Additionally, on January 4, 2002, interim guidance was issued to fi
nancial institutions on how to comply with two other anti-money
laundering provisions o f the Act. Effective December 25, 2001,
financial institutions are prohibited from providing correspondent
accounts directly to foreign shell banks and are required to take
steps to ensure that correspondent accounts are not being used indi
rectly to provide banking services to such shell banks. A “prohib
ited” shell bank is one that has no physical presence in a country.
This excludes a shell bank that is affiliated with a U.S. or foreign
bank that has a physical presence and is regulated. Additionally, fi
nancial institutions are required to keep records of the owners o f for
eign banks to which they provide correspondent accounts and o f the
foreign banks’ agent designated to accept service o f legal process.

Other Related Laws and Regulations
The Bank Secrecy Act (BSA), enacted to address the problem o f
money laundering, authorizes the Treasury Department to issue
regulations requiring financial institutions to file reports, keep
certain records, implement anti-money-laundering programs and
compliance procedures, and report suspicious transactions to the
government. (See 31 C F R Part 103.) Failure to comply with BSA
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reporting and recordkeeping provisions may result in the assess
ment o f severe penalties.
The BSA contains a suspicious activity reporting (SAR) require
ment that applies to insured banks, savings associations, savings
association service corporations, credit unions, bank holding
companies, nonbank subsidiaries o f bank holding companies,
edge and agreement corporations, and U.S. branches and agen
cies o f foreign banks operating in the United States. These finan
cial institutions are required to report suspicious activity
following the discovery o f insider abuse involving any amount,
violations aggregating $5,000 or more when a suspect can be
identified, violations aggregating $25,000 or more regardless o f a
potential suspect, or transactions aggregating $5,000 or more
that involve potential money laundering or violations o f the BSA.
In June, 2000, the N CU A , FRB, FD IC, O C C , and O TS issued a
newly revised SAR form.
The BSA also contains regulations requiring financial institutions
to file currency transaction reports (CTRs) for cash transactions
greater than $10,000.
BSA Compliance Deficiencies. Recent examinations by the O C C
have revealed some common BSA compliance deficiencies. The
O C C found that some institutions failed to adequately:
•

Document and evaluate new, high-risk accounts for money
laundering.

•

Establish controls and review procedures for high-risk
services.

•

Monitor high-risk accounts for money laundering.

•

Conduct adequate, independent testing o f high-risk ac
counts for the possibility o f money laundering.

•

Train employees to detect suspicious activity in higher risk
areas.

•

Review C T R filing patterns for suspicious activity.
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The O C C reminds financial institutions that they must have ad
equate internal controls, independent testing, responsible person
nel, and training to comply with the BSA.

Federal Government Initiative Looks to CPAs to Fight
Money Laundering
The government’s National Money Laundering Strategy Report
o f September 2001 identifies addressing the role of “legal and ac
counting professionals in combating money laundering” as a pri
ority supporting the objective o f increasing usefulness o f reported
information to law enforcement agencies and the financial indus
try. (See www.treas.gov.)

Money Laundering and Financial Statements
Money launderers tend to use the business entity more as a con
duit than as a means o f directly expropriating assets. For this rea
son, money laundering is far less likely to affect financial
statements than other types of fraud such as misappropriations
and consequently is unlikely to be detected in a financial state
ment audit. In addition, other forms o f fraudulent activity usually
result in the loss or disappearance o f assets or revenue, whereas
money laundering involves the manipulation o f large quantities o f
illicit proceeds to distance them from their source quickly and
without detection. However, money laundering activities may
have indirect effects on an entity’s financial statements.
Nevertheless, independent auditors have a responsibility under
SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards,
vol. 1, AU sec. 317), to be aware o f the possibility that illegal acts
may have occurred, indirectly affecting amounts recorded in an
entity’s financial statements.
Possible indications o f money laundering include the following:
•

Transactions that appear inconsistent with a customer’s
known legitimate business or personal activities or means;
unusual deviations from normal account and transaction
patterns
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•

Situations in which it is difficult to confirm a person’s
identity

•

Unauthorized or improperly recorded transactions; inade
quate audit trails

•

Unconventionally large currency transactions, particularly
in exchange for negotiable instruments or for the direct
purchase o f funds transfer services

•

Apparent structuring o f currency transactions to avoid reg
ulatory recordkeeping and reporting thresholds (such as
transactions in amounts less than $10,000)

•

Businesses seeking investment management services when
the source o f funds is difficult to pinpoint or appears in
consistent with the customer’s means or expected behavior

•

Uncharacteristically premature redemption o f investment
vehicles, particularly with requests to remit proceeds to ap
parently unrelated third parties

•

The purchase o f large cash value investments, soon fol
lowed by heavy borrowing against them

•

Large lump-sum payments from abroad

•

Purchases o f goods and currency at prices significantly
below or above market

•

Use o f many different firms o f auditors and advisers for as
sociated entities and businesses

•

Forming companies or trusts that appear to have no rea
sonable business purpose

Money laundering is considered to be an illegal act with an indi
rect effect on financial statement amounts. Under SAS No. 54,
the auditor should be aware o f the possibility that such illegal acts
have occurred. If specific information comes to your attention
that provides evidence concerning the existence o f possible illegal
acts that could have a material indirect effect on the financial
statements, you should apply audit procedures specifically di
rected to ascertaining whether an illegal act has occurred.
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You should also note that laundered funds and their proceeds
could be subject to asset seizure and forfeiture (claims) by law en
forcement agencies that could result in material contingent liabil
ities during prosecution and adjudication o f cases.
Section 10A o f the Securities Exchange Act o f 1934. The Private
Securities Litigation Reform Act o f 1995, among other things,
amended the Securities Exchange Act o f 1934 to add Section
10A. This section requires that each audit under the Exchange
Act include procedures regarding the detection o f illegal acts, the
identification o f related party transactions, and an evaluation of
the issuer’s ability to continue as a going concern. Section 10A
also codified certain then-existing professional auditing standards
regarding the detection o f illegal acts by issuers and imposed ex
panded obligations on auditors to report in a timely manner to
management any information indicating that an illegal act has or
may have occurred. The auditor must ensure that the audit com
mittee or board o f directors is adequately informed with respect
to an illegal act, as broadly defined by Section 10A, unless the il
legal act is clearly inconsequential.
In addition, Section 10A requires the issuer to notify the SEC
within one business day after the issuer’s board o f directors is in
formed by its auditor that the auditor reasonably expects to resign
from the audit engagement or to modify its audit report due to
an illegal act that has a material effect on the issuer’s financial
statements for which appropriate remedial action has not been
taken by senior management and the board o f directors. If the is
suer does not notify the SEC within that period, then the auditor,
within the next business day, must provide a copy o f the illegal
acts report (or documentation o f any oral report) that it gave to
the board directly to the SEC Section 10A provides for cease and
desist and civil money penalties to be imposed against auditors
who willfully fail to provide the required reports.

Financial Crimes Enforcement Network Advisories
The Financial Crimes Enforcement Network (FinC EN ) is the
policy-making and law enforcement agency within the U .S.
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Departm ent o f the Treasury that supports law enforcement
investigative efforts and fosters interagency and global coopera
tion against domestic and international financial crimes. FinCEN
constantly issues advisories about transactions. These advisories
normally instruct financial institutions to give enhanced scrutiny
to any transaction originating in or routed through higher risk ju
risdictions. Periodically, the federal government reviews and re
assesses foreign government and financial system risk,
cooperation, and compliance and accordingly adds names to and
removes names from the sanction lists. It should be emphasized
that the issuance o f these advisories does not mean that financial
institutions should curtail legitimate business with these jurisdic
tions.

National Interdiction and Sanction Laws
The Department o f the Treasury’s Office o f Foreign Assets Con
trol (OFAC) administers sanction programs against Libya,
Liberia, Iraq, Cuba, North Korea, the National Union for the
Total Independence o f Angola (UNITA), Sierra Leone, Sudan,
Yugoslavia, Burma, the Balkans, Iran, the Taliban in Afghanistan,
and generally persons who are classified as specially designated
nationals (SDNs), who may include known international terror
ists and narcotics traffickers. Financial transactions with these
regimes, entities, and individuals may be prohibited or restricted
by federal law. Information concerning OFAC rules, lists of pro
hibited entities, and general OFAC information can be obtained
on the OFAC Web site at www.ustreas.gov/ofac.

Advice for Credit Unions
Credit unions have been singled out in the past by the Treasury
Department for having the worst compliance record among fi
nancial institutions in the area o f the administration and enforce
ment o f the Bank Secrecy Act and O FA C requirements. It is
likely that compliance and procedures will continue to be closely
watched by regulators and law enforcement agencies due to our
war against terrorism.
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The Bank Secrecy Act o f 1970 provides requirements for finan
cial institutions to maintain records regarding member transac
tions and that they report certain transactions involving currency
over $10,000. The N C U A Rules and Regulations Section 748.2
(1986) provides further specific requirements for credit unions to
ensure their compliance with the BSA. Section 748.2 requires that
credit unions have a form al BSA compliance program and adequate
training and monitoring procedures. Management needs to ensure
that it has a reasonable BSA compliance program in place to in
dependently test for compliance with the BSA, proper comple
tion o f cash transaction reports, proper completion o f Suspicious
Activity Reports, and identification and prevention o f any transac
tions with OFAC restricted nations, individuals, or organizations.
Fines and sanctions for failure to comply can be enormous. In ad
dition to fines and penalties, criminal sanctions can be imposed
against the officers and directors o f financial institutions. The
credit union should look carefully at its policies and procedures to
ensure compliance with the BSA and with the OFAC restrictions.
Credit union management should review this area to ensure com
pliance with provisions o f the BSA and OFAC requirements.

In the Spotlight
Outsourcing to Third-Party Vendors and Services Organizations
Financial institutions are placing much greater reliance on third
parties to perform a variety o f services including the processing of
transactions and information. With a growing list o f new prod
ucts and services, an increasing number o f third-party vendors are
being utilized by financial institutions. Every day, new key prod
ucts are developing such as account aggregation, portals, home
banking, CRM , M CIF systems, Web hosting, and telephony sys
tems. Also, many banks and credit unions today are relying on
outside vendors to perform many functions that were previously
done in-house because o f labor shortages, cost savings, increased
complexities, and a host o f other reasons.
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Increases in both the number and complexity of outside services
have created new emerging risks. There is an exposure that basic due
diligence such as contract reviews and background checks will not
be adequately completed as it becomes more difficult to manage a
vast number of vendors. Additional risks are also emerging with the
increase in technology-related vendors. Reliance on technologyrelated vendors causes additional risks due to factors such as in
creased complexities, access to member account information, and
reliance by the institution for processing o f transactions. The
risks are further compounded if the services provided involve the
use o f the Internet and other technologies because o f the poten
tial for individuals outside o f the vendor or financial institution
to access information and potentially perform unauthorized
transactions. A number o f financial institutions have incurred
substantial losses due to fraud or failures at outside service orga
nizations on which the financial institution had placed reliance.
The regulatory agencies have recognized these increased risks and
have issued guidance on reasonable procedures that should be put
into place to properly manage these risks. In November 2001, the
O C C issued O C C Bulletin 2001-47 providing guidance to na
tional banks on managing the risks that may arise from their
business relationships with third parties. Additionally, the N C U A
issued letter 01-CU-20 in November 2001 entitled “Due Dili
gence Over Third Party Service Providers.” The O C C provides
guidance on critical aspects o f a risk management and due dili
gence process covering third-party providers. The risk manage
ment process should include:
•

A risk assessment to identify the bank’s needs and requirements

•

Proper due diligence to identify and select a third-party
provider

•

Written contracts that outline duties, obligations, and re
sponsibilities o f the parties involved

•

O ngoing oversight o f the third parties and third-party
activities

The bulletin can be obtained at www.occ.treas.gov.
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The N C U A in letter 01-CU -20 provides direction that credit
union officials should follow to perform the necessary due dili
gence. Minimum procedures that must be followed include plan
ning, at which time the officials need to determine, among other
things, whether the proposed activities are consistent with the fi
nancial institutions overall business strategy and risk tolerances.
Other procedures that must be followed include background
checks, legal and financial review, return on investment, and in
surance requirements.

Due Diligence
The extreme end o f the potential vendor risk exposure involves
addressing unscrupulous or unsound vendors who could cause
losses to the financial institution and its stakeholders. There have
been instances in which institutions have suffered substantial
losses from unscrupulous or unsound vendors such as investment
brokers, leasing companies, insurance companies, and a host of
others. It is absolutely critical that the institution perform reason
able due diligence on the integrity and financial strength o f all
critical vendors on an ongoing basis, especially if the vendor has
access to, controls, or is responsible for large dollar amounts o f
the financial institutions assets. If the vendor processes informa
tion and transactions or otherwise has access to member informa
tion, the institution also needs to ascertain that the vendor has
reasonable internal controls in place and is adequately bonded.

Some Auditing Considerations
An auditor should obtain an understanding o f each o f the five
components o f an institutions internal control sufficient to plan
the audit. This understanding may encompass controls placed in
operation by the financial institution and by services organiza
tions whose services are part o f the institutions information sys
tem. SAS No. 55, Consideration o f Internal Control in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec.
319), as amended and SAS No. 70, Service Organizations (AICPA,
Professional Standards, vol. 1, AU sec. 324), provide relevant audit
ing guidance. Note that many vendors have not had SAS No. 70
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reports prepared, or if they have been prepared, a significant fee is
charged to obtain a copy. The auditor may need to communicate
the importance o f SAS No. 70 reports to the client and that there
may be additional cost involved in obtaining the report.
The Auditing Standards Board (ASB) has issued a new Audit
Guide entitled Service Organizations: Applying SAS No. 70, as
Amended. The Guide includes illustrative control objectives as well
as three new Interpretations that address the responsibilities o f ser
vice organizations and service auditors with respect to forwardlooking information, subsequent events, and the risk o f projecting
evaluations o f controls to future periods. The Guide also clarifies
that the use o f a service auditor’s report should be restricted to ex
isting customers and is not meant for potential customers.
Procedures need to be in place to ensure that expanding relation
ships are well controlled. The security o f information, privacy o f
members, and assurance that you are dealing with an ongoing
solid entity is extremely important. Management should have a
vendor risk management program in place. The risk management
program needs to raise questions concerning vendor relationships
such as:
•

Was an initial due diligence review completed?

•

Is there an ongoing due diligence review and vendor
oversight?

•

Where do each o f the parties’ rights, responsibilities, and
liabilities lie with existing vendor contracts?

•

Do contracts adequately protect the institution’s legal in
terests, and has counsel reviewed them?

•

How does the institution ensure the vendor provides ade
quate services to customers/members and employees?

Regulator Working Paper Reviews
If you are a CPA who audits financial institutions, sooner or later
federal and state bank regulators will ask to see a copy o f your
audit working papers. CPAs who frequently perform bank audits
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say they can help examiners accomplish more, with fewer
headaches for themselves, if they work with the examiners to
make working paper reviews efficient.

Who Has the Power?
Depending upon which agency is making the request and how
big the financial institution is, the regulatory agency may have
specific regulatory authority to demand the working papers.
Under the Federal Deposit Insurance Corporation Improvement
Act o f 1991, auditors are required to make working papers avail
able upon request to regulators for client banks with assets in ex
cess o f $500 million. If the agency does not have the authority, it
always can subpoena the documents. In addition, the Interagency
Policy Statement on External Auditing Programs o f Banks and
Savings Institutions provides guidance to depository institutions
in establishing an effective external audit program. The policy
statement specifically requires explicit language in the engage
ment letter granting examiners access to the auditor’s working pa
pers. The interagency policy became effective on January 1,
2000. In addition, many financial institutions, at regulators’ urg
ing, have recently reworded their audit engagement letters to re
quire that the working papers be made available.
Guidance for providing regulators with access to auditors’ work
ing papers can be found in AU sec. 9339, “Working Papers: Au
diting interpretations o f Section 3 3 9 ” (AICPA, Professional
Standards, vol. 1, AU sec. 9339). Additionally, SAS No. 96, Audit
Documentation (AICPA, Professional Standards, vol. 1, AU sec.
339), among other things, supersedes SAS No. 41, Working Pa
pers (AICPA, Professional Standards, vol. 1, AU sec. 339), and is
effective for audits o f financial statements for periods beginning
on or after May 15, 2002. Early application is permitted. If SAS
No. 96 has not been adopted, auditors should refer to SAS No.
41 for guidance.
Additionally, the FD IC has released guidance instructing FD IC
examiners to review a bank’s external auditors’ working papers in
cases where the bank has a CAM EL rating o f 4 or 5, or when the
examiner has significant concerns with bank operations that may
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have been tested by the external auditor. For all examinations,
FD IC examiners are also instructed to obtain from the institu
tion and review all correspondence between the institution and
external auditor, with a focus on material weaknesses and re
portable condition communications. The FD IC notice states that
examiners can sign a letter from the auditor acknowledging re
ceipt o f the auditor’s letter specifying terms o f the working paper
review; however, examiners may not sign any document that im
plies that the FD IC has agreed to any conditions in the letter.
To obtain a copy o f the memorandum (RD M emorandum
Transmittal 2000-019, Review o f External Auditors’ Workpa
pers), contact the F D IC ’s Public Information Center: call (800)
276-6003 or (202) 416-6940; fax (202) 416-2076; or e-mail
publicinfo@fdic.gov.
The Paper Chase
Note that meeting a request for working papers does not mean
dumping loads o f paper into the laps o f bank examiners. When
examiners ask to look at working papers, the CPA should talk to
them first, find out what they are trying to do, and determine
what they are looking for. You may be able to satisfy the examiner’s
needs by talking. If not, then direct them to working papers that
will help them answer their questions. Note that the purpose o f a
working paper review is examination scoping, in which a review of
the work can help regulators better focus their own resources. Ad
ditionally, examiners are concerned about the possible existence o f
client fraud and regulators want to know what the auditors have
done to detect it and to what extent internal controls have been
examined. Additionally, the working paper review should assess
whether the financial institution was meeting statutory and regu
latory requirements, and whether its board had implemented and
was effectively overseeing an appropriate external audit program.
Look for changes in regulatory oversight over the next year due to
new legislation, including the Sarbanes-Oxley Act o f 2002. Addi
tionally, the AICPA has issued SAS No. 99, Consideration o f
Fraud in a Financial Statement Audit (AICPA, Professional Stan
dards, vol. 1, AU sec. 316). This SAS supersedes SAS No. 82,
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Consideration o f Fraud in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU secs. 110, 230, 312, and 316),
and amends AU sec. 230, “Due Professional Care in the Perfor
mance o f Work,” in SAS No. 1, Codification o f Auditing Stan
dards and Procedures (AICPA, Professional Standards, vol. 1, AU
sec. 230. SAS No. 99 is effective for audits o f financial statements
for periods beginning on or after December 31, 2002. Early ap
plication is permitted. See the “New Pronouncements” section o f
this Alert for a discussion o f SAS No. 99.
Note that federal regulators may be investigated by the Congress
as far as their oversight role for banks involved with WorldCom
and Enron. Therefore, it is feasible that the regulators may put
more demands on auditors during their year-end working paper
reviews in anticipation o f being reviewed themselves.
Ever since regulators began filing lawsuits against accounting
firms during the savings and loan crisis o f the 1980s, CPAs worry
about just whom federal regulators are concerned with when they
look at working papers— banks or their accounting firms? This
leads to wariness on the part o f CPAs during communications.
Note that regulators that oversee the nation’s financial institu
tions reserve the right to report any serious audit deficiencies to
the institutions they examine. If deficiencies are severe enough,
regulators can suggest a change in auditors.
However, the O C C recently released guidance clarifying issues
concerning its supervision o f national banks’ audit programs,
including reviews o f external audit programs, key independence
issues affecting outsourced internal audit activities, and responsi
bilities o f audit committees. The guidance states that an O C C re
view o f a bank’s external audit program is not intended to be an
“audit o f the auditors.” Rather, it is an assessment o f whether
statutory and regulatory requirements for external audits and
audit committees are met, whether the bank’s board has imple
mented an appropriate external audit program, and whether a
bank’s board effectively oversees the external audit program. To
obtain a copy o f the memorandum (MM 2001-1, Audit Policy
Clarification), contact the O C C ’s Public Information Room by
calling (202) 874-5043 or faxing (202) 874-4448.
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Working paper review can play an appropriate role in bank su
pervision today. Accountants can help regulators be more effi
cient during their reviews so they do not have to reperform work
that internal and external auditors have performed to their satis
faction. Also, working paper review helps regulators get their
arms around a new client to obtain better understanding o f a
newly regulated institution.

Mortgage Loan Servicing and Secondary Market Sales
Some financial institutions have been significantly increasing their
real estate loan portfolios, as well as enhancing their servicing
portfolios o f loans sold in the secondary market with servicing re
tained by the institution. Institutions in recent years have been
much more likely than in the past to retain servicing for loans sold
to secondary market investors. Not only has the number o f finan
cial institutions that are servicing portfolios grown considerably,
but the size and dollar amount o f institutions’ servicing has also
grown substantially. Conversely, the recent refinancing boom has
adversely affected certain institutions, as borrowers have moved to
other institutions in a highly competitive market.
The value o f associated mortgage-servicing rights (MSRs) is an
important emerging material area for auditors and may have a
significant effect on your client's financial statements this year or
in the near future.

Audit and Accounting Guidance
FASB No. 140, Accounting for Transfers and Servicing o f Financial
Assets and Extinguishments o f Liabilities, the AICPA audit and Ac
counting Guides Banks and Savings Institutions, and Audit o f Credit
Unions, and SOP 01-6, Accounting by Certain Entities (Including
Entities With Trade Receivables) That Lend to or Finance the Activities
o f Others, provide guidance related to mortgage loan servicing.
The FASB published a Special Report on February 15, 2001, that
addresses the most frequently asked questions about FASB State
ment No. 140. On April 19, 2001, the FASB staff published a set of
questions and answers about isolation o f financial assets transferred
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by banks and other entities, focusing on rights o f redemption. Fi
nally, on August 7, 2001, the FASB staff published a set o f ques
tions and answers about the limitations on the activities o f a
qualifying special-purpose entity set forth in paragraphs 35
through 44 o f FASB Statement No. 140.
For those institutions that have mortgage servicing operations,
the auditor should evaluate whether the institution is complying
with the relevant accounting requirements. The auditor should
gain assurance that the financial institution is properly recording
the asset (or liability), and gain or loss on sale when loans are sold
with servicing retained. Assurances should also be made that the
institution is properly amortizing the M SRs and that procedures
are in place to properly assess fair value for potential impairment.
Additionally, the various mortgage-related entities such as the De
partment o f Housing and Urban Development (H U D ), Federal
National Mortgage Association (FNM A), Federal Home Loan
Mortgage Corporation (FHLM C, also known as Freddie Mac), and
Government National Mortgage Association (GNMA, also known
as Ginnie Mae) have various audit and reporting requirements.
Another consideration is further activity related to the sales o f
such loans. As the income is recorded up-front at the sale date
and the M SRs are amortized to expense in proportion to net ser
vicing income, if the current level o f sales activity is not sustained,
the institution will be affected by the loss o f such sales income.
Apart from the proper accounting treatment for loans sold and ac
counting for retained servicing, the auditor may also want to eval
uate the internal control o f the servicing operations. The financial
institution will have numerous financial and compliance obliga
tions and responsibilities, such as collecting and remitting loan
payments, ensuring compliance with federal and state regulations
covering escrow accounts and other servicing requirements; com
pliance with the seller servicing agreement with a third party such
as Fannie Mae and Freddie Mac; properly collecting on delin
quent accounts; and collecting and paying taxes and insurance.
Failure to properly comply with any o f these requirements could
have serious financial impact on the financial institution.
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Recent Regulatory Actions At a Glance
The financial institution industry in general is subject to various
monetary and fiscal policies and regulations, which include but
are not limited to those determined by the FRB, the O C C , the
FD IC, state regulators, the O TS and the NCUA.
This section presents some important recent regulatory actions.
The list o f regulatory actions is not comprehensive and the infor
mation provided represents only summaries o f the regulations.
Readers should visit the Web sites o f the various regulatory agen
cies for complete listings o f new regulations and for full descrip
tions o f the regulations. Regulatory Web sites are:
•

FD IC: www.fdic.gov

•

FFIEC: www.ffiec.gov

•

FRB: www.federalreserve.gov

•

NCUA: www.ncua.gov

•

O C C : www.occ.treas.gov

•

OTS: www.ots.treas.gov

•

SEC: www.sec.gov

Interagency Guidance
•

On November 29, 2001, the FRB, FD IC, O C C and OTS
published final rules that changed regulatory capital stan
dards to address the treatment o f recourse obligations and
direct credit substitutes that expose banking organizations
to credit risk. The rule also added new capital standards for
residual interests. The revised rule primarily affects institu
tions involved in securitization activities, and it is intended
to result in more consistent risk-based capital treatment o f
these transactions among the four agencies. (12 C FR 325)
www.fdic.gov

•

On January 25, 2002, the FRB, FD IC, and the O C C pub
lished final rules governing the regulatory capital treatment
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o f equity investments in nonfinancial companies held by
banks, bank holding companies and financial holding
companies. The final rules are effective April 1, 2002.
(www. federalreserve.gov)
•

On March 19, 2002, the FRB, FD IC , O C C , O TS, and
the N C U A announced that financial institutions they su
pervise should follow the guidance issued by the SEC with
respect to auditing and accounting work performed under
Arthur Andersen LLP. The SEC announced on March 14
and 18 that it would continue to accept financial state
ments audited by Andersen provided the companies filing
the statements obtain from Andersen certain representa
tions concerning audit quality and controls and generally
set forth those representations in their filings. The SE C ’s
statements are available on its Web site at www.sec.gov.

•

On April 9, 2002, the FRB, FD IC , O C C , and the O TS
published a final rule amending their risk-based capital
standards for banks, bank holding companies, and savings
associations (institutions) to reduce the risk weight applied
to claims on, or guaranteed by qualifying securities firms.
The rule is effective July 1, 2002. (www.federalreserve.gov)

•

On May 17, 2002, the FRB, FD IC , O C C , and O TS is
sued an interagency advisory on the regulatory capital
treatment o f accrued interest receivable related to credit
card securitizations. This advisory describes how this asset
is created, explains why it is considered a subordinated re
tained interest for regulatory capital purposes, and de
scribes the regulatory capital treatment that institutions
should apply to this asset no later than December 31,
2002. (www.fdic.gov)

•

On May 23, 2002, the FRB, FD IC , O C C , and O TS is
sued interagency guidance on implicit recourse in asset se
curitizations. The issuance describes the agencies’ concerns
with implicit recourse, which exists when an institution
supports a securitization above and beyond its contractual
obligations, and the supervisory actions that may be taken
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against an institution that provides implicit support to its
securitizations. It also includes examples o f post-sale sup
port that institutions have provided to securitizations and
discusses whether they constitute implicit recourse,
(www.fdic.gov)
•

On May 23, 2002, the FRB, FD IC , O C C , and O TS is
sued an interagency advisory on the unsafe and unsound
use o f covenants tied to supervisory actions in securitiza
tion documents. This advisory describes covenants that use
certain supervisory actions as triggers for early amortiza
tion events or the transfer o f servicing in securitizations
and explains that the presence o f such covenants in securi
tization documents will be criticized as an unsafe and un
sound banking practice, (www.fdic.gov)

•

On May 24, 2002, the FRB, FD IC, O C C , and O TS re
leased interagency questions and answers on the capital
treatment o f recourse, direct credit substitutes, and resid
ual interests in asset securitizations. This document ad
dresses several implementation questions that had been
raised concerning the agencies’ final regulatory capital
rules issued on November 29, 2001, which were described
above. (www.fdic.gov)

•

On June 5, 2002, the FRB, FD IC , and the O C C issued
final regulations amending their rules that currently pro
hibit interstate branches from being used primarily for de
posit production. The Riegle-Neal Interstate Banking and
Branching Efficiency Act prohibits any bank from estab
lishing or acquiring a branch outside o f its home state pri
marily for the purpose o f deposit production. Section 101
o f the Gramm-Leach-Bliley Act expands this prohibition
to include any branch o f a bank controlled by an out-ofstate bank holding company. To conform their regulations
to this statutory change, the agencies have amended their
rules so that the prohibition against deposit production of
fice also applies to any bank or branch o f a bank controlled
by an out-of-state holding company. The regulations are
effective October 1, 2002. (www.federalreserve.gov)
53

•

On June 24, 2002, the FRB, FD IC, and the O C C issued
the host state loan-to-deposit ratios that the banking agen
cies will use to determine compliance with section 109 o f
the Riegle-Neal Interstate Banking and Branching Effi
ciency Act o f 1994. These ratios update data released in
June 2001. (www.fdic.gov)

•

On July 17, 2002, the Treasury Department along with the
FD IC , FRB, N C U A , O C C , O T S, Com m odity Futures
Trading Commission, and the SEC issued proposed rules
that would require certain financial institutions to estab
lish minimum procedures for identifying and verifying the
identity o f customers seeking to open new financial ac
counts. These proposed rules implement section 326 o f the
USA PATRIOT Act, which directs the issuance o f regula
tions requiring financial institutions to implement reason
able procedures for (1) verifying the identity o f any person
seeking to open an account, to the extent reasonable and
practicable; (2) maintaining records o f the information
used to verify the person’s identity and; (3) determining
whether the person appears on any list o f known or sus
pected terrorists or terrorist organizations. Final rules im
plementing section 326 must be effective by October 2 5,
2002.

Federal Deposit Insurance Corporation
•

On October 30, 2001, the FD IC published a final rule
clarifying the meaning of the statutory requirement that an
institution must be “engaged in the business o f receiving
deposits other than trust funds” in order to be eligible for
FD IC insurance. Under the amended regulations, an insti
tution can satisfy this standard by maintaining one or
more non-trust deposit accounts that, in the aggregate,
total $500,000 or more. (12 C FR 303) (www.fdic.gov)

•

On April 25, 2002, the FD IC issued guidance to banks re
garding Securities Investor Protection Corporation cover
age for banks that use securities broker-dealers for the
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safekeeping o f securities. The guidance reminds banks of
the credit risks associated with these custodial relation
ships. It advises banks to review existing custodial relation
ships, evaluate the creditworthiness and reputation o f
custodians, and ensure that the bank maintains properly
diversified custodial relationships.

Federal Financial Institutions Examination Council
•

On July 22, 2002, the FF IE C issued draft interagency
guidance on account management and loss allowance
guidance for credit card lending. The guidance will apply
to all institutions under the agencies’ supervision that offer
credit card programs. It describes the agencies’ expecta
tions for prudent risk management practices for credit card
activities, particularly with regard to credit line manage
ment, over-limit accounts, and workouts. The draft guid
ance also addresses income recognition and loss allowance
practices for credit card lending. (www.ffiec.gov)

•

On August 8, 2001, the FFIEC released guidance on the
risks and risk management controls necessary to authenti
cate the identity o f customers accessing electronic financial
services. This guidance, Authentication in an Electronic
Banking Environment, addresses the verification o f new
customers and the authentication o f existing customer. It
applies to both retail and commercial customers.
(www.ffiec.gov)

Federal Reserve Board
•

On December 12, 2001, the FRB approved a final rule that
amends its regulations aimed at curbing predatory lending.
Compliance with the amendments becomes mandatory on
October 1, 2002. The amendments to regulation Z (Truth
in Lending) broadens the scope o f loans subject to the pro
tections o f the Home Ownership and Equity Protection
Act o f 1994 by adjusting price triggers that determine cov
erage under the act. (www.federalreserve.gov)
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•

On January 23, 2002, the FRB published revisions to its
Regulation C (Home Mortgages Disclosure). The amend
ments establish the thresholds for determining the loans for
which financial institutions must report loan-pricing data
(the spread between the annual percentage rate on a loan
and the yield on comparable Treasury securities). It also re
quires lenders to report the lien status o f applications and
originated loans. Compliance with the amendments relat
ing to the thresholds and lien status is mandatory on Janu
ary 1, 2004. The amendments also require that lenders ask
applicants their ethnicity, race, and sex in applications
taken by telephone. The data collection requirement effec
tive date is January 1, 2003. (www.federalreserve.gov)

•

On August 15, 2002, the FRB made significant revisions
to Regulation C (12 C FR 203), the implementing regula
tion for the Hom e M ortgage Disclosure Act, 12 U SC
2801 et seq. (HMDA). Most o f the changes become effec
tive January 1, 2004, for data required to be reported by
March 1, 2005. However, two changes become effective
January 1, 2003, for data due by March 1, 2004. See the
FRB web site for further information.

National Credit Union Administration
•

In November, 2001, the N C U A issued letter 01-CU -20
entitled “Due Diligence Over Third Party Service
Providers,” which provides guidance on critical aspects o f a
risk management and due diligence process covering third
party providers. (www.ncua.gov)

•

On May 28, 2002, the N C U A issued Interpretive Ruling
and Policy Statement (IPRS) 02-3 on the ALLL. It pro
vides guidance on the design and implementation o f ALLL
methodologies and is similar to interagency policy state
ments o f the federal banking agencies published on July 6,
2001, and similar federal banking guidance issued by the
SEC in Staff Accounting Bulletin No. 102. The IRPS does
not change the existing accounting guidance and does not
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address or change current guidance with loan chargeoffs.
For additional information, see the description under
“Credit Watch” section o f this Alert. (www.ncua.gov)

Office of the Comptroller of the Currency
•

In November 2001, the O C C issued O C C Bulletin 200147 providing guidance to national banks on managing the
risks that may arise from their business relationships with
third parties. (www.occ.treas.gov)

•

On January 4, 2002, interim guidance was issued to finan
cial institutions on how to comply with two anti-moneylaundering provisions o f the Uniting and Strengthening
America by Providing Appropriate Tools Required to In
tercept and Obstruct Terrorism (USA PATRIOT) Act o f
2001 .
Effective December 25, 2001, financial institutions are
prohibited from providing correspondent accounts directly
to foreign shell banks and are required to take steps to en
sure that correspondent accounts are not being used indi
rectly to provide banking services to such shell banks. In
addition, financial institutions are required to keep records
o f the owners o f foreign banks to which they provide cor
respondent accounts and o f the foreign banks’ agent desig
nated to accept service o f legal process.
It is the expectation o f the Department o f the Treasury that
financial institutions will accord priority to meeting their
compliance obligations in connection with foreign banks
for which they maintain correspondent deposit accounts.
However, the requirements also apply to nondeposit rela
tionships with foreign banks. The interim guidance will re
main in effect until superseded by regulation or
subsequent guidance. A link to the interim guidance can
be found in the U.S. Department o f Treasury’s Web site,
www.treas.gov/press/.
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•

On January 31, 2002, the O C C issued a final rule on the
regulatory capital treatment o f nonfinancial equity invest
ments that was published in the Federal Register on January
25, 2002. The final rule is substantially similar to the pro
posal that the O C C published in February 2001 (66 FR
10212, February 14, 2001). Similar to the earlier proposal,
this final rule requires a series o f marginal capital charges
on equity investments that increase with the level o f those
investments relative to the bank’s Tier 1 capital. One mod
ification to the proposal is the inclusion o f a grandfather
ing provision. Individual investments are exempt from the
revised capital requirements if they were made prior to
March 13, 2000. (www.occ.treas.gov)

•

On May 28, 2002, the O C C issued a final rule governing
national banks’ ability to conduct business using electronic
technologies. The regulation was published in the Federal
Register on May 17 and, except for one provision, is effec
tive on June 17, 2002. The exception is a provision con
taining certain disclosure requirements for national banks
that have co-branded Web sites or other shared electronic
space. T hat provision takes effect on July 1, 2002.
(www.occ.treas.gov)

•

On August 12, 2002, the O C C amended O C C regula
tions regarding the capital equivalency deposits (CEDs)
that foreign banks with federal branches or agencies must
establish and maintain. The rule revises certain require
ments regarding C E D deposit arrangements to increase
flexibility for and reduce the burden on certain federal
branches and agencies, based on a supervisory assessment
o f the risks presented by the particular institution.
(www.occ.treas.gov)

•

On August 29, 2002, the O C C issued a new handbook for
examiners on personal fiduciary services. The handbook
addresses a broad range o f fiduciary services that banks
provide to individuals, their families, and their businesses.
Banks provide these services as trustee, investment adviser,
or in any capacity in which the bank possesses investment
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discretion on behalf o f another. The handbook is struc
tured by risk framework, outlining the transaction, com
pliance, reputation, and strategic risk that exists with
fiduciary services. (www.occ.treas.gov)
•

On September 19, 2002, the O C C published a final rule
that adds a new part 37 to the O C C ’s rulebook that gov
erns debt cancellation contracts and debt suspension agree
ments. The purpose is to establish standards governing
these products in order to ensure that national banks pro
vide such products consistent with safe and sound banking
practices and subject to appropriate consumer protections.
The effective date is June 16, 2003. (www.occ.treas.gov)

Office of Thrift Supervision
•

On November 1, 2001, the O TS issued Regulatory Bul
letin 32-19, which provides an update to Thrift Activities
Regulatory H andbook Section 110 Capital Stock and
Ownership. This section provides additional guidance for
mutual organizations, capital stock, and contributed capi
tal. More specifically, it adds a new section on ownership
o f mutual associations, revises information on mutual
holding companies to reflect the changes introduced by
the Gramm-Leach-Bliley Act, and clarifies that savings as
sociations may accept certain capital contributions without
limit. (www.ots.treas.gov)

•

On February 7, 2002, the OTS issued CEO Memo #156,
Certain Transfers o f “Higher-Risk” Assets. This memo dis
cusses transfers of high-risk assets including non-performing
loans to entities or parties outside o f the savings associa
tion. The specific transactions addressed are those in which
the transferor both (1) retains significant credit risk in the
transferred assets, and (2) unlike typical securitization
transactions, often provides substantial funding to the
transferee. These transfers may be motivated by favorable
regulatory reporting treatment but lack economic sub
stance or a sound business purpose and raise supervisory
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concerns. When such transfers have been made or are
being contemplated, the Regional office o f O TS should be
contacted. (www.ots.treas.gov)
•

On February 13, 2002, the O TS issued RB 32-23, which
updated the Thrift Activities Handbook. These changes
included the highlighting that no less than a majority o f
outside directors must make up an audit committee and
added information on examiner access to external audit
working papers. (www.ots.treas.gov)

•

On May 22, 2002, O TS issued Transmittal T R -281,
which made changes to its capital regulations regarding
qualifying mortgage loans, interest-rate risk component
and other capital components. These changes are designed
to eliminate unnecessary capital burden and to align OTS
capital regulations more closely to those o f the other fed
eral banking agencies.

•

On July 26, 2002, the O T S updated Thrift Activities
Handbook Section 350 External Audit and expanded the
work o f examiners during a review o f external audit workpapers. (www.ots.treas.gov)

•

On July 31, 2002, OTS issued Regulatory Bulletin RB 3226 and rescinded RB 32-16. RB 32-26 updates the Thrift
Activities Handbook Section 250. O TS significantly re
vised Appendix A, Bank Owned Life Insurance (BOLI).
(www.ots.treas.gov)
The changes include the following:
-

Revised the appendix to more closely track the O C C
bulletin on BOLI, BC-2000-23

— Stated explicitly that purchasing BO LI that is not inci
dental to banking is not permitted
— Revised the concentration guidance to make it clear
that savings associations’ investment in BO LI should
not exceed 25 percent o f capital
- Added guidance on separate account BOLI
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- Made a statement that the lending limit rule can apply
to the underlying assets in separate account BOLI pro
vided that certain controls are in place with the insurer
- Added a discussion about insurable interest and stated
that holding insurance in excess of the institutions risk of
loss is considered unsafe and unsound (www.ots.treas.gov)
•

On August 9, 2002, the O TS issued Transmittal TR-290,
which amended its regulations on the mutual-to-stock
conversion process and portions o f its regulations on mu
tual holding company reorganizations. This rule includes
modifications to the provisions addressing business plans.
In addition, it addresses certain matters involving conver
sions from the mutual to the stock form, by, among other
things, adding demand account holders to the definition
o f savings account holders, allowing accelerated vesting in
management benefit plans for changes o f control, adding
rules to establish charitable organizations, and clarifying
the policy on the amount o f proceeds allowed to be re
tained at the holding company level. (www.ots.treas.gov)

Securities and Exchange Commission
•

On December 21, 2002, the SE C adopted a rule that
states that employee option plans that have not gotten
shareholder approval must be disclosed in annual reports
and proxy statements. Until now, companies generally
have been required to disclose the total number o f options
awarded. The company must file copies o f the equity com
pensation plans with the SEC unless immaterial. See rule
at www.sec.gov for effective date information.

•

On March 18, 2002, the SE C adopted rules stating re
quirements for Arthur Andersen LLP Auditing Clients.
The rules assure a continuing and orderly flow o f informa
tion to investors and markets and minimize any potential
disruptions that occurred as a result o f the indictment of
Arthur Andersen LLP. Effective Dates include March 18,
2002. See rule at www.sec.gov for other dates.
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On August 29, 2002, the SEC adopted final rules for Certifica
tion o f Disclosure in Companies’ Quarterly and Annual Reports.
In response to Section 3029(a) o f the Sarbanes-Oxley Act o f
2002, CEO s and CFO s are now required to certify the financial
and other information contained in quarterly and annual reports.
Effective Date August 29, 2002. (www.sec.gov)
An Added Note
The AICPA has developed a practice guide to assist members in
observing regulatory FT C and SEC privacy and disclosure re
quirements established by the Gramm-Leach-Bliley Act. (www.
aicpa.org/public/download/news)

New Auditing and Attestation Pronouncements, Quality
Control, and Other Guidance
Presented below is a list o f auditing and attestation pronounce
ments, guides, and other guidance issued since the publication of
last year’s Alert. For information on auditing and attestation stan
dards issued subsequent to the writing o f this Alert, please refer to
the AICPA Web site at www.aicpa.org/members/div/auditstd/
technic.htm. You may also look for announcements o f newly is
sued standards in the CPA Letter, Journal o f Accountancy, and the
quarterly electronic newsletter, In Our Opinion, issued by the
AICPA Auditing Standards team and available at www.aicpa.org.
SAS No. 95

Generally Accepted A uditing Standards

SAS No. 96

A u d it Documentation

SAS No. 97

Am endm ent to Statement on A uditing Standards No. 50,

Reports on the Application of Accounting Principles
SAS No. 98
SAS No. 99
SOP 02-1

Omnibus Statement on A uditing Standards— 20 0 2
Consideration o f Fraud in a Financial Statement A u d it
Performing Agreed-Upon Procedures Engagements That Address
A nnual Claims Prompt Payment Reports as Required by the
New Jersey Administrative Code

SSAE No. 11

Attest Documentation

SSAE No. 12

Amendment to Statement on Standards for Attestation Engagements
No. 10, Attestation Standards: Revision a n d Recodification
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SQ CS No. 6

Am endm ent to Statement on Quality Control Standards No. 2,

System of Quality Control for a CPA Firm’s Accounting and
Auditing Practice
Audit Guide
Audit and
Accounting Guide
Audit
Interpretation
No. 1 of SAS
No. 73
Audit
Interpretation
No. 4 of SAS
No. 70
Audit
Interpretation
No. 5 of SAS
No. 70
Audit
Interpretation
No. 6 o f SAS
No. 70
Audit
Interpretation
No. 14 of SAS
No. 58
Audit
Interpretation
No. 12 of SAS
No. 1
Related-Party
Toolkit
Practice Alert
No. 02-1
Practice Alert
No. 02-2
Practice Alert
No. 02-3
Practice Aid
Practice Aid

Service Organizations: Applying SAS No. 70, A s Am ended
Audits o f State and Local Governments (GASB 3 4 Edition)

“The Use of Legal Interpretations As Evidential Matter to
Support Management’s Assertion That a Transfer of Financial
Assets Has Met the Isolation Criterion in Paragraph 9(a) of
FASB Statement No. 140”
“Responsibilities o f Service Organizations and Service
Auditors With Respect to Forward-Looking Information
in a Service Organization’s Description of Controls”
“Statements About the Risk of Projecting Evaluations of the
Effectiveness of Controls to Future Periods”

“Responsibilities of Service Organizations and Service
Auditors With Respect to Subsequent Events in a Service
Auditor’s Engagement”
“Reporting on Audits Conducted in Accordance With
Auditing Standards Generally Accepted in the United States
of America and in Accordance With International Standards
on Auditing”
“The Effect on the Auditor’s Report of an Entity’s Adoption
of a New Accounting Standard That Does Not Require the
Entity to Disclose the Effect o f the Changes in the Year of
Adoption”
Accounting and A uditing fo r Related Parties and Related Party
Transactions: A Toolkitfo r Accountants and Auditors
Communications W ith the Securities and Exchange Commission
Use o f Specialists
Reauditing Financial Statements
Fraud Detection in a GAAS A u d it— A n A uditors Field Guide
New Standards, N ew Services: Implementing the Attestation
Standards

Practice Aid

Assessing the Effect on a Firm's System o f Quality Control D ue to
a Significant Increase in New Clients and/or Experienced Personnel

Booklet

Understanding Audits and the A uditor’s Report: A Guide fo r
Financial Statement Users
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O f the pronouncements and other guidance listed in the previous
table, those having particular significance to the financial institu
tion industry are briefly explained here. The following summaries
are for informational purposes only and should not be relied
upon as a substitute for a complete reading o f the applicable stan
dard. To obtain copies o f AICPA standards and guides, contact
the Member Satisfaction Center at (888) 777-7077 or go online
at www.cpa2biz.com.

SAS No. 99, Consideration of Fraud in a Financial Statement Audit
Statement on Auditing Standards (SAS) No. 99, Consideration o f
Fraud in a Financial Statement Audit, supersedes Statement on Au
diting Standards No. 82, Consideration o f Fraud in a Financial State
ment Audit, AU sec. 316, and amends SAS N o . 1, Codification o f
Auditing Standards and Procedures, AU sec. 230, “Due Professional
Care in the Performance o f Work”. The Statement does not change
the auditor's responsibility to plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud as stated
in AU Section 110.02.1 However, SAS No. 99, establishes standards
and provides guidance to auditors in fulfilling that responsibility, as
it relates to fraud, in an audit of financial statements conducted in
accordance with generally accepted auditing standards (GAAS).2
1. The auditor’s consideration of illegal acts and responsibility for detecting misstate
ments resulting from illegal acts is defined in Statement on Auditing Standards
(SAS) No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec.
317). For those illegal acts, that are defined in that Statement as having a direct and
material effect on the determination o f financial statement amounts, the auditor’s re
sponsibility to detect misstatements resulting from such illegal acts is the same as
that for errors (see SAS No. 47, A u d it Risk and M ateriality in Conducting an A u d it
(AICPA, Professional Standards, vol. 1, AU sec. 312), or fraud.
2. Auditors are sometimes requested to perform other services related to fraud detec
tion and prevention, for example, special investigations to determine the extent of a
suspected or detected fraud. These other services usually include procedures that ex
tend beyond or are different from the procedures ordinarily performed in an audit of
financial statement in accordance with generally accepted auditing standards
(GAAS). Chapter 1, “Attest Engagements,” o f Statements on Standards for Attesta
tion Engagements No. 10, Attestation Standards: Revision a n d Recodification (AICPA,
Professional Standards, vol. 1, AT sec. 101), and Statements on Standards for Con
sulting Services (AICPA, Professional Standards, vol. 2, CS sec. 100) provide guid
ance to accountants relating to the performance of such services.
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The following is an overview o f the content o f the SAS No. 99:
•

Description an d characteristics o f fraud. This section de
scribes fraud and its characteristics. (See paragraphs 5
through 12)

•

The importance o f exercising professional skepticism. This
section discusses the need for auditors to exercise profes
sional skepticism when considering the possibility that a
material misstatement due to fraud could be present. (See
paragraph 13)

•

Discussion among engagement personnel regarding the risks o f
m aterial misstatement due to fraud. This section requires,
as part o f planning the audit, that there be a discussion
among the audit team members to consider how and
where the entity’s financial statements might be susceptible
to material misstatement due to fraud and to reinforce the
importance o f adopting an appropriate mindset o f profes
sional skepticism. (See paragraphs 14 through 18.)

•

Obtaining the information needed to identify risks o f material
misstatement due to fraud. This section requires the auditor
to gather the information necessary to identify risks o f ma
terial misstatement due to fraud, by:
a. Inquiries o f management and others within the entity
about the risks o f fraud. (See paragraphs 20 through 27)
b. Considering the results o f the analytical procedures per
formed in planning the audit. (See paragraphs 28
through 30)
c. Considering fraud risk factors. (See paragraphs 31
through 33, and Appendix A, “Examples o f Fraud Risk
Factors”)
d. Considering certain other information. (See paragraph 34)

•

Identifying risks that may result in a material misstatement
due to fraud. This section requires the auditor to use the
information gathered to identify risks that may result in a
material misstatement due to fraud. (See paragraphs 35
through 42)
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•

Assessing the identified risks aft er taking into account an eval
uation o f the entity’s programs and controls. This section re
quires the auditor to evaluate the entity’s programs and
controls that address the identified risks o f material mis
statement due to fraud, and to assess the risks taking into
account this evaluation. (See paragraphs 43 through 45)

•

Responding to the results o f the assessment. This section em
phasizes that the auditor’s response to the risk o f material
misstatement due to fraud involves the application o f profes
sional skepticism when gathering and evaluating audit evi
dence. (See paragraph 46) The section requires the auditor
to respond to the results o f the risk assessment in three ways:
a. A response that has an overall effect on how the audit is
conducted, that is, a response involving more general
considerations apart from the specific procedures other
wise planned (See paragraph 50)
b. A response to identified risks that involves the nature,
timing, and extent o f the auditing procedures to be per
formed (See paragraphs 51 through 56)
c. A response involving the performance o f certain proce
dures to further address the risk o f material misstate
ment due to fraud involving management override o f
controls (See paragraphs 57 through 67)

•

Evaluating audit evidence. This section requires the audi
tor to assess the risks o f material misstatement due to fraud
throughout the audit and to evaluate at the completion o f
the audit whether the accumulated results o f auditing pro
cedures and other observations affect the assessment. (See
paragraphs 68 through 74) It also requires the auditor to
consider whether identified misstatements may be indica
tive o f fraud and, if so, directs the auditor to evaluate their
implications. (See paragraphs 75 through 78)

•

Com m unicating about fra u d to management, the au dit
committee, and others. This section provides guidance re
garding the auditor’s com m unications about fraud to
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management, the audit committee, and others. (See para
graphs 79 through 82)
•

Documenting the auditor’s consideration o f fraud. This sec
tion describes related documentation requirements. (See
paragraph 83)

SAS No. 99 includes in Exhibit 1, Anti-Fraud Programs and
Controls, which has been developed to assist auditors in obtain
ing an understanding o f programs and controls established by
management to mitigate specific risks o f fraud, or that otherwise
help to prevent, deter, and detect fraud. It also includes an
Amendment to SAS No. 8 5, Management Representations (AU
sec. 333.06 and Appendix A), since SAS No. 99 requires the au
ditor to make inquiries o f management about fraud and risk o f
fraud. In support o f and consistent with these inquiries, the
amendment revises the guidance for management representations
about fraud currently found in SAS No. 85 paragraph 6h and Ap
pendix A. SAS No. 99 is effective for audits o f financial state
ments for periods beginning on or after December 31, 2002.
Early application o f the provisions o f SAS No. 99 is permissible.
The AICPA will publish in December 2002, a Fraud Practice Aid
entitled Fraud Detection in a GAAS Audit—An A uditor’s Field
Guide. See the description o f the new Practice Aid in this section
for further information.

Audit Guide Service Organizations: Applying SAS No. 70,
As Amended
The Audit Guide Service Organizations: Applying SAS No. 70, As
Amended (product no. 012772kk) provides guidance to service
auditors engaged to issue reports on a service organization’s con
trols that may be part o f a user organizations information system
in the context o f an audit o f financial statements. It also provides
guidance to user auditors engaged to audit the financial state
ments o f entities that use service organizations. Guidance on per
forming service auditors’ engagements and using service auditors’
reports in audits o f financial statements is provided in SAS No.
70, Service Organizations.
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Practice Aid, Fraud Detection in a GAAS Audit— An Auditor’s
Field Guide
In connection with the issuance o f SAS No. 99, the AICPA will
issue in December o f 2002, a practice aid to help practitioners
implement the new fraud guidance. The practice aid is entitled
Fraud Detection in a GAAS A udit—An Auditor's Field Guide
(product no. 006613). The practice aid includes topics such as:
•

How the new SAS changes audit practice

•

Characteristics o f fraud

•

Understanding the new fraud SAS

•

Best practices

•

Practice aids such as:
-

Specialized industry fraud risk factors

- Common frauds and extended audit procedures
The Practice Aid represents valuable guidance in helping practi
tioners understand and implement SAS No. 99.

New Accounting Pronouncements and Other Guidance
Presented below is a list o f accounting pronouncements and
other guidance issued since the publication o f last year’s Alert.
For information on accounting standards issued subsequent to
the writing o f this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements o f newly issued standards in the
CPA Letter and Journal o f Accountancy.
FASB Statement No. 145

Rescission o f FASB Statements No. 4, 44, a n d 64,
Am endm ent o f FASB Statement No. 13, and
Technical Corrections

FASB Statement No. 146

Accounting fo r Costs Associated with E xit or Disposal
Activities

FASB Statement No. 147

Acquisitions o f Certain Financial Institutions
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Audit and
Accounting Guide

Audits o f State and Local Governments ( GASB 3 4
Edition) See the “New Auditing and Attestation

Pronouncements, Quality Control, and Other
Guidance” section above for more information.
SOP 01-5

A m endm ent to Specific AICPA Pronouncements fo r
Changes Related to the N A IC Codification

SOP 01-6

Accounting by Certain Entities (Including Entities
W ith Trade Receivables) That Lend to or Finance the
Activities o f Others

Technical Practice Aids

Software Revenue Recognition

Questions & Answers

FASB Statement No. 87, Employers’Accounting fo r
Pensions

O f the pronouncements and other guidance listed in the previous
table, those having particular significance to the financial institu
tion industry are briefly explained here. The following summaries
are for informational purposes only and should not be relied
upon as a substitute for a complete reading o f the applicable stan
dard. For information on accounting standards issued subsequent
to the writing o f this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org.

FASB Statement No. 147, Acquisitions of Certain
Financial Institutions
FASB Statement No. 147, Acquisitions o f Certain Financial Insti
tutions, addresses guidance on accounting for the acquisition o f a
financial institution and applies to all acquisitions except those
between two or more mutual enterprises (the combination o f
which is currently being discussed as a separate board topic this
year.) FASB Statement No. 147 requires that the excess o f fair
value o f liabilities assumed over the fair value o f tangible and
identifiable intangible assets acquired in a business combination
represents goodwill that should be accounted for under FASB
Statement No. 142, Goodwill and Other Intangible Assets. Thus,
the specialized accounting guidance in paragraph 5 o f FASB
Statement No. 72, Accounting for Certain Acquisitions o f Banking
or Thrift Institutions, will not apply after September 30, 2002. If
certain criteria in Statement No. 147 are met, the amount o f the
unidentifiable intangible asset will be reclassified to goodwill
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upon adoption o f the Statement. Financial institutions meeting
conditions outlined in FASB Statement No. 147 will be required
to restate previously issued financial statements. Additionally, the
scope o f FASB Statement No. 144, Accountingfor the Impairment
or Disposal o f Long-Lived Assets, has been amended to include long
term customer-relationship intangible assets such as depositor- and
borrower-relationship intangible assets and credit cardholder in
tangible assets.

SOP 01 -6, Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities of Others
SOP 01-6, Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities o f Others,
applies to any entity that lends to or finances the activities o f oth
ers. For example, that arrangement may be a secured mortgage
loan, an unsecured commercial loan or a financing arrangement
that only involves extending credit to trade customers resulting in
trade receivables. Those financing activities o f all entities are in
cluded in the scope o f this SOP. The SOP provides specific guid
ance for other kinds o f transactions, such as securities purchases,
for certain financial institutions listed in the scope paragraphs of
the SOP. To the extent an entity is not considered such a financial
institution, as described in those paragraphs, the other guidance
provided is not applicable. In other words, only the guidance in
this SOP related to the financial and lending activities is applica
ble for entities not considered to be financial institutions.
SOP 01-6 reconciles and conforms, as appropriate, the account
ing and financial reporting provisions established by the AICPA
Audit and Accounting Guides, Banks and Savings Institutions, Au
dits o f Credit Unions, and Audits o f Finance Companies. The SOP
also explicitly incorporates mortgage companies, corporate credit
unions, and certain activities o f insurance companies in its scope.
This SOP will be incorporated in a new AICPA Audit and Ac
counting Guide, which will supersede the three aforementioned
Guides. The new Guide is expected to be issued during the sec
ond quarter o f 2003. See the SOP for effective date and transi
tion information.
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On the Horizon
Auditors should keep abreast o f auditing and accounting devel
opments and upcoming guidance that may affect their engage
ments. Presented below is brief information about some ongoing
projects that may be relevant to your financial institution engage
ments. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo
sure drafts, including downloading a copy o f the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline. Many
more accounting and auditing projects exist beyond those dis
cussed below. Readers should refer to information provided by
the various standard-setting bodies for further information.
Web Site

Standard-Setting Body
AICPA Auditing
Standards Board (ASB)

www.aicpa.org/ members/div/ auditstd/drafts.htm

AICPA Accounting
Standards Executive
Committee (AcSEC)

http:/www.aicpa.org/members/div/acctstd/edo/
index.htm

Financial Accounting
Standards Board (FASB)

www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html

Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/members/div/ethics/index.htm

H elp D esk — T he A ICPA’s standard-setting com m ittees p u b 
lish exposure drafts o f proposed professional standards exclu
sively on the A IC P A W eb site. T h e A IC P A will n otify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all A IC P A exposure drafts,
send your e-mail address to m em sat@ aicpa.org. Indicate “ex
posure draft e-m ail list” in the subject header field to help
process your subm ission m ore efficiently. Include your full
name, m ailing address and, if known, your m em bership and
subscriber num ber in the message.
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Auditing Pipeline
Exposure Draft on Auditing Fair Value Measurements
and Disclosures
The AICPA’s ASB has issued an exposure draft o f a proposed SAS
entitled Auditing F air Value Measurements an d Disclosures. The
proposed SAS addresses auditing considerations relating to mea
surement, presentation, and disclosure o f assets, liabilities, and
specific components o f equity presented or disclosed at fair value
in financial statements. A vote to ballot a document for final is
suance is expected to occur in the Autumn o f 2002.

New Framework for the Audit Process
The ASB is reviewing the auditor’s consideration o f the risk as
sessment process in the auditing standards, including the neces
sary understanding o f the client's business and the relationships
among inherent, control, fraud, and other risks. The ASB expects
to issue a series o f exposure drafts in 2003. Some participants in
the process expect the final standards to have an effect on the
conduct o f audits that has not been seen since the “Expectation
Gap” standards were issued in 1988.
Some o f the more important changes to the standards that are ex
pected to be proposed are:
•

A requirement for a more robust understanding o f the en
tity’s business and environment that is more clearly linked
to assessment o f the risk o f material misstatement o f the fi
nancial statements (Among other things, this will improve
the auditor’s assessment o f inherent risk and eliminate the
“default” to assess inherent risk at the maximum.)

•

An increased emphasis on the importance o f entity con
trols with clearer guidance on what constitutes a sufficient
knowledge o f controls to plan the audit

•

A clarification o f how the auditor may obtain evidence
about the effectiveness o f controls in obtaining an under
standing o f controls
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•

A clarification o f how the auditor plans and performs au
diting procedures differently for higher and lower assessed
risks o f material misstatement at the assertion level while
retaining a “safety net” o f procedures

These changes collectively are intended to improve the guidance
on how the auditor operationalizes the audit risk model.
In connection with this major initiative, the ASB and the Inter
national Auditing Practices Committee (IAPC) have agreed to
form a joint task force to develop a joint standard addressing the
risk assessment process. This standard will represent a significant
step towards converging U .S. and international auditing stan
dards. The standard produced by this joint task force will form
the basis for the A SB’s overall project.
You should keep abreast o f the status o f these projects and pro
jected exposure drafts, inasmuch as they will substantially affect
the audit process. More information can be obtained on the
AICPA’s Web site at www.aicpa.org.

Accounting Pipeline
Exposure Draft on Loans and Certain Debt Securities
Acquired in a Transfer (Formerly Known as Purchased
Loans and Securities)
The AcSEC has issued an exposure draft o f a proposed SOP enti
tled Accountingfor Loans and Certain Debt Securities Acquired in a
Transfer. This proposed SOP considers whether Practice Bulletin
(PB) No. 6, Amortization o f Discounts on Certain Acquired Loans,
continues to be relevant given a number o f FASB pronounce
ments issued subsequent to PB No. 6. The proposed SOP ex
cludes originated loans from its scope. A final SOP is expected to
be issued during the last half o f 2002.

Consolidation o f Certain Special-Purpose Entities
The FASB has issued an exposure draft o f a proposed Interpre
tation o f Accounting Research Bulletin (ARB) No. 51, Consoli
dation o f Certain Special-Purpose Entities. This proposed
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Interpretation would address consolidation by business enter
prises o f SPEs to which the usual condition o f consolidation de
scribed in ARB No. 51, Consolidated Financial Statements, does
not apply because the SPEs have no voting interest or otherwise
are not subject to control through ownership o f voting interests.
A final Statement is expected to be issued during the fourth quar
ter o f 2002.

Amendment of FASB Statement No. 133 on Derivative
Instruments and Hedging Activities
The FASB has issued an exposure draft o f a proposed Statement,
Amendment o f Statement 133 on Derivative Instruments and Hedg
ing Activities. This proposed Statement would amend the defini
tion o f a derivative in paragraph 6(b) o f FASB Statement No.
133, Accountingfor Derivative Instruments and Hedging Activities.
This proposed Statement also would amend FASB Statement No.
133 for various decisions made as part o f the Derivatives Imple
mentation Group process. A final Statement is expected to be is
sued during the fourth quarter o f 2002.

A New Audit and Accounting Guide for Financial Institutions
A new combined audit and accounting guide for financial insti
tutions is due to be published by the AICPA in the second quar
ter o f 2003. The Guide will reconcile guidance in the former
three Audit and Accounting Guides, Banks and Savings Institu
tions, Audits o f Credit Unions, and Audits o f Finance Companies.
More specifically, the new guide will reconcile the specialized ac
counting and financial reporting guidance established in the for
mer Guides, eliminate differences in accounting and disclosure,
and carry forward accounting guidance for transactions deter
mined to be unique to certain financial institutions. The changes
correspond to SOP 01-6, Accounting by Certain Entities (Includ
ing Entities with Trade Receivables) That Lend to or Finance the Ac
tivities o f Others.

74

Resource Central
Educational courses, Web sites, publications, and other resources
available to CPAs

On the Bookshelf
The following publications deliver valuable guidance and practi
cal assistance as potent tools to be used on your engagements:
•

Audit and Accounting Guide Auditing Derivative Instru
ments, Hedging Activities, and Investments in Securities
(product no. 123520kk.)

•

Audit and Accounting Guide Auditing Revenue in Certain
Industries (product no. 012510kk)

•

Audit and Accounting Guide Audit Sampling (product no.
012530kk)

•

Audit and Accounting Guide Analytical Procedures (prod
uct no. 012541kk)

•

AICPA Audit Guide Service Organizations: Applying SAS
No. 70, As Amended (product no. 012772kk)

•

Practice Aid Auditing Estimates and Other Soft Account
ing Information (product no. 010010kk)

•

Practice Aid Preparing and Reporting on Cash- and TaxBasis Financial Statements (product no. 006701 kk)

•

Accounting Trends and Techniques— 2002

•

Audit Risk Alert E-Business Industry Developments 2002/03

•

Audit and Accounting Manual (product no. 005132kk) is
a valuable nonauthoritative practice tool designed to pro
vide assistance for audit, review, and compilation engage
ments. It contains numerous practice aids, samples, and
illustrations, including audit programs; auditors’ reports;
checklists; and engagement letters, management represen
tation letters, and confirmation letters.
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CD-ROMS
The AICPA is currently offering a CD -RO M product entitled reSOURCE: AICPA’s Accounting and Auditing Literature. This CDRO M enables subscription access to the following AICPA
Professional Literature products in a Windows format: Profes
sional Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and be
tween all products.
Additionally, The Practitioner’s Update (product no. 73811 0 kk)
CD -RO M helps you keep on top o f the latest standards. Issued
twice a year, this cutting-edge course focuses primarily on new
pronouncements that will become effective during the upcoming
audit cycle.

Educational Opportunities
The AICPA has developed a number o f continuing professional
education (CPE) courses that are valuable to CPAs working in
the financial institution industry. Those courses include:
AICPA’s Annual Accounting and Auditing Workshop (product
no. 737062 [text]and 187080 [video]). Whether you are in
industry or public practice, this course keeps you current,
informed, and shows you how to apply the most recent
standards.
F air Value Accounting fo r Hedge Transactions (product no.
735 181). This course helps you understand GAAP for de
rivatives and hedging activities. Also, you will learn how to
identify effective and ineffective hedges.
SE C Reporting (product no. 736746). This course will help
the practicing CPA and corporate financial officer learn to
apply SE C reporting requirements. It clarifies the more
important and difficult disclosure requirements.
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Depository Institutions: An Accounting and Auditing Perspective
(product no. 736092 [text] and 181791 [video]). This
course provides an excellent introduction to the banking,
savings institutions, and credit union industries. It will en
sure that you are up-to-date and prepared for the continu
ing changes in this field.
E-Commerce: Controls an d A udit (product no. 7 3 1 5 5 0).
This course is a comprehensive overview o f the world o f
e-commerce. Topics covered include internal control eval
uation and audit procedures necessary for evaluating
business-to-consumer and business-to-business transactions.

Member Satisfaction Center
To order AICPA products, receive information about AICPA ac
tivities, and find help on your membership questions, call the
AICPA Member Satisfaction Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser
vices. Call (888) 777-7077.

Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in
quiries concerning independence and other behavioral issues re
lated to the application o f the AICPA Code o f Professional
Conduct. Call (888) 777-7077.

Web Site Products @ AICPA On-line and CPA 2 Biz
•

AICPA reSO URCE On-line. Get access— anytime, any
where— to the AICPA’s latest Professional Standards, Tech
nical Practice Aids, Audit and Accounting Guides, Audit
Risk Alerts, and Accounting Trends & Techniques. To sub
scribe to this essential service, go to www.cpa2biz.com.
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•

AICPA's Online Learning Tool, AICPA Infobytes. An annual
fee ($95 for members and $295 for nonmembers) will
offer unlimited access to over 1,000 hours o f online CPE
in one- and two-hour segments. Register today at info
bytes.aicpaservices.org.

•

AICPA Online offers CPAs the unique opportunity to stay
abreast o f matters relevant to the CPA profession. Online
informs the subscriber o f developments in the accounting
and auditing world as well as developments in congres
sional and political affairs.

Other Helpful Web Sites
Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number of organizations. Some of those organizations are listed in
the “Information Sources” table at the end o f this Alert.
This Audit Risk Alert replaces the Banks, Credit Unions, and
Other Lenders and Depository Institutions Industry Developments
2001/02 Audit Risk A lert. The Banks, Credit Unions, and Other
Lenders and Depository Institutions Industry Developments Alert is
published annually. As you encounter audit or industry issues
that you believe warrant discussion in next year’s Alert, please feel
free to share those with us. Any other comments that you have
about the Alert would also be appreciated. You may e-mail these
comments to jgould@aicpa.org, or write to:
Julie Gould, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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Order Department

Financial Accounting
Standards Board

P.O. Box 5116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

431 7th Street SW
Washington, D.C.
20410
(202) 708-1422

Department of
Housing and Urban
Development

(+41-61)280 91 00
and (+41-61) 280 81 00

(201) 938-3787

Centralbahnplatz 2,
Basel, Switzerland
(+41-61) 280 80 80

2 4 Hour Fax Hotline

Order Department

Fax Services

Harborside
Financial Center
201 Plaza Three
Jersey City, NJ
07311-3881
(888) 777-7077

General Information

Bank for International
Settlements

American Institute
of Certified Public
Accountants

Organization

INFORMATION SOURCES

J www.fasb.org

j www.hud.gov

www.bis.org

www.cpa2biz.com

Internet

(203) 847-0700
(ext. 444)

Action Alert
Telephone Line

(212) 596-6008

AcSEC Telephone Line

Recorded Announcements

Federal Reserve System

Federal Deposit
Insurance Corporation

Customer Service

Federal Home Loan
Mortgage Corporation
(Freddie Mac)

20th and C Streets, NW
Washington, DC
20531-0001
(202) 452-3245

Publications Services

801 17th Street, NW
Room 100
Washington, D.C. 20434
(800) 276-6003
(202) 416-6940

Public Information Center

8200 Jones Branch Drive
McLean, VA 22102-3107
(800) FREDDIE

Washington, D.C.

General Information

Federal Financial
Institutions
Examination Council

Organization

Some information is
available to guest users.
Other information re
quires a subscription fee.
(202) 482-0005

U S. Department o f Com
merce STAT-USA/FAX

(804) 642-0003/2036

Facsimile Bulletin
Board System

Fax Services

Internet

www.frb.gov

www.fdic.gov

www.fhlmc.org

www.fFiec.gov

INFORMATION SOURCES— (continued)

(202) 452-3206

Federal Reserve
Board Highlights

(202) 898-7210

Action Update

Recorded Announcements

U.S. Department of
the Treasury—Office
of Thrift Supervision

U.S. Department of
the Treasury—Office
of the Comptroller of
the Currency

National Credit
Union Administration

Mortgage Bankers
Association of America
This service is available
only to MBA members.
For more information,
call (800) 909-6222.

1125 15th Street, NW
Washington, DC
20005-2766
(800) 793-MBAA

1700 G Street, NW
Washington, DC
20532-0001
(202) 906-5900

(202) 906-5660

PubliFax

P.O. Box 70004
Chicago, IL 60673-0004
(202) 874-5000

O TS Dissemination
Branch

O CC Information Line

(202) 479-0141

Publications Control

1775 Duke Street
Alexandria, VA 22314

Office o f Public and
Congressional Affairs

M B A Fax on Dem and

Publications Department

(800) 755-1030
(703) 518-6339
(Washington, D C area)

www.ots.treas.gov

www.ustreas.gov

www.ncua.gov

N C U A W orldwide
Web home page

Newsline

N C U A Bulletin Board

All information is
available to guest users
(703) 518-6480

www.mbaa.org

United States Securities
and Exchange
Commission

U.S. General
Accounting Office

U.S. Department
of Education

Organization

(202) 942-8090 (ext. 3)
(202) 942-8092 (tty)

(202) 942-8078

SEC Public
Reference Room

Information Line

450 Fifth Street, NW
Washington, DC
20549-0001
(202) 942-4046

(202) 512-2250

Information Line

Fax Services

Publications Unit

U.S. Government
Printing Office
Washington, DC
20401-0001
(202) 512-1800

Superintendent o f
Documents

(800) 433-3243

Federal Student A id
Information Center

General Information

Internet

www.sec.gov

www.gpo.gov

www.ed.gov

INFORMATION SOURCES— (continued)

(202) 942-8090
(202) 942-8092 (tty)

Information Line

Recorded Announcements
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